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It seems like the war years 
profits tax problems are making them- 


excess 


| 


selves felt in the offices of more and 
more tax men daily. Our lead article 
this month is a story of the newly en- 
acted law. Next month we will try to 
enlarge on this subject by carrying 
articles which will discuss some of the | 
decisions under the World War IT law, 

in the hope that these decisions will 

shed light upon problems likely to arise 

under similar sections of the new law. 

We have three articles promised. 


In addition to the excess profits tax Editor 
articles, we will carry a good number Henry L. Stewart 

ead ee ‘ Eat sie eh Washington Editor 
of articles dealing with less technical Lyman L. Long 
subjects. One such article poses, in Advisory Editor 


George T. Altman 


the midst of the present Congressional Restos Mimenen 


storm about loopholes, the question: George J. Zahringer 
, So a oe ee we Circulation Manager 
What is a loophole? * * * * * * M. S. Hixson 


co 
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From 
fhe Reader 


Acq. and Non-acqa. 


Geophysical and Geological 
Exploration Costs 
SIR: 


It has occurred to the writer that un- 
favorable tax consequences may result from 
acting upon the advice given in the March 
22, 1950 issue of TAXES ON PARADE, published 
by Commerce Clearing House, Inc. The ma- 
terial in point, reads as follows: 


“Although the Bureau has been holding 
that the costs of geophysical and geological 
explorations incurred by oil producers are 
capital in nature, it is believed that in hard- 
ship cases deduction of the costs may be 
permitted. In such a case, application for 
a change in the method of accounting (Reg. 
111, Sec. 29.41-2) should be made before 
March 31, 1950, for the calendar-year 1950, 
or on a fiscal-year basis, within 90 days 
after the beginning of the fiscal year within 
which the change will be reflected.” 

The writer does oil tax work and, as a 
result, is aware of the fact that a consider- 
able number of taxpayers, upon reading the 
foregoing note, applied for permission to 
adopt the deduction method, many of them 
sending telegrams near the end of the 
ninety-day period. It is believed that the 
Bureau is granting such permission to all 
who apply. It is not, as the note suggests, 
intended as relief for “hardship cases’— 
anyone may receive permission. ; 

What should be called to the attention 
of those who requested such permission in 
1950, or plan to seek it in 1951, is that the 
change to the deduction method entails 
certain consequences which make the change 
inadvisable, except in the case of those with 
extensive producing oil properties for whom 
the deduction method was intended. 

3efore describing these risks briefly, it 
might be pointed out, for the benefit of 
those who have received permission to 
adopt the deduction method, that the change 
is not effective until they have filed their 
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first returns on the new basis. Therefore, 
calendar-year taxpayers who got permission 
for the taxable year 1950 may make their 
election when they file their 1950 returns, 
due on March 15, 1951. By not adopting 
the deduction method in those returns, they, 
in effect, elect to remain on the capitaliza- 
tion basis, and the permission received is 
null and void. 


The consequences are two: (1) the 
change to the deduction method results in 
a departure from the theory of “separate 
properties” and has the effect of constitut- 
ing all of the taxpayer’s oil interests as one 
property; (2) it will wipe out percentage 
depletion entirely in the early years and 
probably curtail it thereafter in most cases. 


The first consequence is serious indeed 
when one considers the large percentage of 
explorations that result in abandonment. 
At the present time, the taxpayer may 
divide his oil properties into various areas 
of interest. (See I. T. 4006, 1950-1 CB 48.) 
When exploration costs are incurred on 
such areas of interest, they are added to 
the cost thereof. If, as a result of the 
exploration, taxpayer decides not to lease 
one or more of such areas of interest or if, 
having a lease, he decides to abandon the 
area or terminate the lease, he may deduct 
all of their costs as an ordinary loss. 


If these areas of interest are treated as 
one property, such deductions may not be 
taken from time to time as abandonments 
are effected. They must await the abandon- 
ment of the last interest, at which time the 
whole accumulated cost is deducted. For 
example, let us assume taxpayer has ten 
properties and incurs exploration and other 
costs on each equal to $10,000. Over a 
period of several years he abandons nine 
of the properties. The $90,000 cost of the 
nine properties may not be deducted but 
must be added to the cost of the remaining 
single property. If the tenth property is 


(Continued on page 244) 
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Tax=-Wise 


Meetings of Tax Men 


Tax Club of Cleveland.—The Tax Club of 
Cleveland heard an address by J. D. Bier- 
man, attorney, on the Excess Profits Tax 
Act of 1950 at its February 19 meeting. 


FTA Board of Trustees—The annual 
meeting of the Federation of Tax Adminis- 
trator’s board of trustees was held January 
27 in Chicago. H. Clyde Reeves, Kentucky 
Commissioner of Revenue, was elected 


chairman, and G. H. Bates, Director, De-- 


partment of Revenue, Missouri, vice chair- 
man, both for 1951. Last year’s chairman, 
G. Howard Spaeth, was in charge of the 
meeting. 


Tenth-Assembly Resolution 


A resolution urging states to develop 
fiscal programs making manpower, materials 
and money available for the defense effort 
during the emergency period was adopted 
by the Tenth General Assembly of the States 
held recently in Chicago. Governor Adlai 
E. Stevenson of Illinois, presiding over 
the tax and fiscal policy discussion, told 
the assembled legislators that while all but the 
most essential construction must be post- 
poned in order not to bid up prices and in 
order to save materials, highways were needed 
for the sake of our economy and defense— 
they were depleted and needed improvement. 
Public assistance also, he reminded them, 
must not be forsaken, and the cost will be 
higher. becatse of inflation. He summarized 
the four greatest problems facing the tax 
and fiscal policy panel as: an immediate 
problem—where to obtain the money the 
states need; state-local fiscal relations; state- 
federal fiscal relations; and the effects of 
mobilization, raising the question whether 
another surplus period lies ahead for state 
government. A solution to the problem of 
essentiality and nonessentiality was offered 
during the discussion following the address 


Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 


—all programs “not necessary for health, 
productivity, and morale,” should be classi- 
fied as nonessential. 


Revenues and Expenditures 
Higher in States in 1950 


Figures collected by the Census Bureau 
on expenditures and receipts of thirty of 
the states indicate that both were higher 
in 1950 than in 1949, with the expenditure 
figure somewhat greater. Spending by the 
thirty states on which figures were available 
showed a nine per cent rise in 1950 over the 


_preceding year. In about three months, the 


Census Bureau expects to have figures for 
all forty-eight states, and in the meantime, 
warns that available figures must be used 
cautiously in analyzing the nation-wide pic- 
ture. The states reported on represent 
about fifty-four per cent of all state receipts 
and expenditures. 


Total general revenue of the thirty states 
was 5.4 per cent greater in 1950 than in 1949. 
Although a major part of this increase came 
from taxes, which were up 3.9 per cent, 
federal aid rose much more sharply—14.1 
per cent. 


Capital outlay continued at relatively high 
levels in most of the states that reported, 
with an over-all 1949-1950 increase of 7.7 
per cent. About two thirds of all capital 
outlay was for highways. Operation spend- 
ing (including direct public assistance and 
veterans’ bonus payments) remained the 
largest major category of general expendi- 


] 


ture, rising 10.5 per cent. 


Be Careful from Now On 


Truck operators may no longer deduct as 
a business expense fines paid for violations 
of maximum weights, loads or sizes of trucks, 
the Bureau of Internal Revenue has an- 
nounced. This revokes a Bureau ruling that 
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extends back to 1942. Explanation for the 
change is that the information at the time 
of the 1942 ruling indicated truck fines were 
comparable to tolls, but that later informa- 
tion brought to the Bureau’s attention indi- 
cated the necessity for a change in the ruling 
(Tax Administrators News). 


A Useful Quiz 


Significant results should be gleaned from 
the questionnaires on tax issues now being 
circulated by the New York State Tax Com- 
mission. A published report of authoritative 
opinions will be issued in the near future 
on such questions as: Should realty bought 
with veterans’ pensions be granted a tax 
exemption? Should wages, salaries and pro- 
fessional income be taxed at lower rates 
than income from property? Should rail- 
roads and other public utilities be taxed on 
(1) net income? (2) gross receipts? (3) 
capital stock? (4) other basis? This survey 
of views is reminiscent of the 1935 tax ques- 
tionnaire the commission circulated among 
college professors. Authorities in and out 
of the teaching profession have been in- 
cluded in this broader reappraisal of tax 
opinion. 


Death and Taxes 


Legal fees paid by a partnership for the 
defense of two partners and an employee 
who were indicted for murder, and a pay- 
ment in settlement of a civil claim arising 
out of the homicide, are not deductible as 
ordinary and necessary business expenses, 
the Tax Court has decided (Sturdivant, CCH 
Dec. 17,990). 


No Longer a Luxury 


“Of the nation’s 43 million families, almost 
25 million or 56 per cent need automobiles 
to get along in a society geared to a machine 
age standard of living,” states the 1949 
Survey of Consumer Finances published re- 
cently by the Federal Reserve Board. 


The report goes on to disclose that seventy- 
four per cent of all automobiles in the coun- 
try are owned by families with less than 
$5,000 annual income and that families with 
less than $4,000-a-year income own fifty- 
eight per cent of the nation’s automobiles. 
Such a wide distribution of ownership among 
small-income groups (see chart) definitely 
puts cars in the class of economic necessities. 
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“The day when only wealthy people owned 
cars, either for pleasure or for novelty, has 
passed out of the picture along with the 
running board and the rubber bulb horn.” 
Does this mean that Junior’s plea, “But 
Dad, I need the car!” will soon have statis- 
tics backing it up? (Tax Economics Bulletin.) 


Ownership of Automobiles 
for Various Income Groups 


All All 
Annual Income All Prewar Postwar 
Before Taxes Models Models Models 
Under $1200 5% 6% 2% 
$1000- $1999 11% 13% 3% 
$2000- $2999 19% 22% 12% 
$3000- $3999 23% 26% 17% 
$4000- $4999 16% 15% 17% 
$5000- $7499 16% 13% 25% 
$7500 and over 10% 5% 24% 


100% 100% 100% 
—Highway Research Abstracts, September, 1950. 


Income Tax Applies to Guam 


On February 6, the President made effec- 
tive as of January 1, 1951, Section 31 of the 
Organic Act of Guam, Public Law 630, 
Eighty-first Congress. The section pro- 
vides: “The income-tax laws in force in the 
United States of America and those which 
may hereafter be enacted shall be held to 
be likewise in force in Guam.” Another sec- 
tion of the Guam act leaves it to the Presi- 
dent’s discretion to “place in operation all 
or some of the provisions” of the act within 
one year of July 21, 1950. 


Gifts to Wives 


A recent Tax Court decision holds that 
transfers in trust made by a taxpayer under 
two separate agreements, entered into prior 
to divorce, were taxable as gifts to his two 
wives. The wives were income beneficiaries 
under the trusts, to the extent that the value 
of their interests in the trusts exceeded the 
value of their support rights. 

While both separation agreements were 
followed by divorce, neither agreement was 
dependent on the entry of a divorce decree 
or court approval. This fact took the case 
out of the scope of Harris v. Commissioner 
(50-2 ustc J 10,786) decided by the United 
States Supreme Court on November 27, 
1950. In that case it was held that trans- 
fers pursuant to a separation agreement were 


(Continued on page 235) 
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The Problem— 
How to Raise 
an Extra $10 Billion 


Washington Tax Talk 


The President 


Financial policies “designed to leave us 
stronger, not weaker, as the years go by,” 
were recommended by President Truman in 
his message to Congress calling for imme- 
diate increases of ten billion dollars in taxes. 


The President recommended a four billion 
dollar increase in personal income taxes, 
three billion from corporation income taxes, 
and three billion from selective excise taxes 


on “less essential consumer goods” and. 


goods using materials in short supply. He 
added that “the wisest and most practical 
approach” is a two-part tax bill and recom- 
mended that in addition to raising the ten 
billion Congress should “later in the year 
enact the remaining amounts needed to keep 
us On a pay as we go basis.” 


“During World War II, taxes were not 
high enough, and the government was forced 
to borrow too much,” Mr. Truman said. 
“As a result, when controls were taken off 
after the war, prices skyrocketed and we paid 
in inflation for our failure to tax enough. 
The value of people’s savings was cut down 
by the higher prices they had to pay. We 
must not let that happen now.” 


The President said frankly that a com- 
plete tax bill cannot be enacted at once be- 
cause of three major uncertainties. The 
amount to be spent on the military estab- 
lishment will depend upon “how fast the 
production lines are geared up and the equip- 
ment is actually turned out.” The total 
amount to be raised must depend on Con- 
gress’ action on his budget message. Finally, 
“the impact of the defense effort and of 
tighter controls on prices and wages and 
profits should be considered before the bal- 
ance of our tax program for the coming 
fiscal year is completed.” 


The increases in the personal income tax 
should be across the board, the President 
said. He did not advise changing the $600 


Washington Tax Talk 


personal exemption because it is “less gen- 
erous, in terms of present costs of living, 
than was $500 six or eight years ago.” 


Although he asked for an increase in cor- 
poration taxes, he advised leaving the excess 
profits tax as it is until later this spring, 
when the first tax returns under this law 
will be received. 


Loopholes should be closed, Mr. Truman 
said, not because they will bring in substan- 
tial new revenues, but because “in terms of 
fairness, and willingness of people to pay 
their share of taxes, closing these loopholes 
is worth a very great deal.” 


Among these loopholes he included “gross 
undertaxation of the oil and mining indus- 
tries, broad loopholes in the estate and gift 
taxes, and... the undue preferential treat- 
ment granted to capital gains in comparison 
with ordinary income.” He urged review of 
tax-exempt security provisions, exemptions 
for organizations, and the special rules gov- 
erning life insurance companies. 


The Secretary 


Spelling out the grim details of what it 
will cost to raise the ten billion dollars re- 
quested by President Truman, Secretary of 
the Treasury Snyder appeared before the 
Committee on Ways and Means of the 
House of Representatives on February 5. 
Here are some of the recommendations: 


Proposed rates on surtax net personal 
income higher than the highest rates in 
World War II. 


An increase of eight percentage points in 
corporation taxes. 


Doubled tax on gasoline, from one and 
one-half to three cents a gallon. 


Tax of twenty per cent, instead of the 
present seven, on the manufacturers’ prices 
of new automobiles. 
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An increase from ten to twenty-five per 
cent in excise taxes on radios, refrigerators, 
television sets; inclusion in this group of 
heavy consumer durables of a whole list of 
previously exempted items like vacuum 
cleaners, sewing machines, floor polishers, 
garbage disposal units and electric razors. 


Raising of cigarette taxes from seven to 
ten cents per package. 


A three-dollar-a-gallon increase in tax on 
distilled spirits, and a four-dollar-a-barrel 
hike in beer taxes, 


A maximum effective tax rate of thirty- 
seven and one-half per cent, instead of the 
present twenty-five, on capital gains, to- 
gether with an extension of the holding 
period for long-term capital gains from six 
months to one year. 


“The initial tax increase requested by the 
President—distributed among _ individuals, 
corporations, and other forms of taxation as 
he has recommended—is a burden well with- 
in the capacity of our economy to bear,” 
Secretary Snyder told the committee. “It is, 
in fact, substantially below any danger line 
that might mean an impairment of the pro- 
ductive efficiency of our economy.” 


The boosts won’t be too painful, in Mr. 
Snyder’s opinion. Of the excise increases he 
said: “The suggested excise tax increases 
will meet the President’s recommendation 
with minimum disturbance to the defense 
economy. They will result in little pressure 
on price ceilings because they will not add 
much to business costs or push up the cost 
of living materially.” 


As for the corporation tax, Mr. Snyder 


commented: “Under the proposed rates, fed- 


eral income and excess profits tax liabilities 
would be increased to $24.5 billion, or about 
fifty-seven per cent of estimated profits. 
Even on the basis of conservative profit esti- 
mates and taking full account of state cor- 
poration tax requirements, this would leave 
corporations with $17 billion income avail- 
able for dividends and expansion, or approxi- 
mately the same as the average for 1946-49, 
a period of unusual and sustained prosperity.” 


Among the Secretary’s recommendations 
for removing loopholes was a _ renewed 
study of a withholding tax on corporate 
dividends, to include as well a withholding 
arrangement on payments of interest to 
individuals. 


He recommended a reduction in rates of 
percentage for depletion for mines and oil 
wells to a flat fifteen per cent for oil, gas 
and sulphur, and a flat five per cent for non- 


metallic minerals, with an added require- 
ment that owners who write off capital 
expenditures for drilling and development be 
required to make adjustments in the basis 
for computing percentage depletion. 


On the controversial question of taxing 
cooperatives and other mutual enterprises, 
Mr. Snyder suggested that Congress explore 
the possibility of applying regular corporate 
tax rates to funds retained in the business, 
particularly with reference to cooperatives, 
mutual savings banks and building and loan 
associations. 


“The exemption of state and municipal 
securities from federal taxation is a long- 
standing barrier to the achievement of equity 
in the distribution of the individual income 
tax burden,” he said. “A reasonable basis 
can be developed for the taxation of future 
issues of state and local securities without 
burdening states and localities excessively.” 


Congress 


Hearings before the House Ways and 
Means Committee on the new revenue bill 
are expected to extend at least through mid- 
March. More than one hundred persons 
have requested an opportunity to testify. In 
the meantime, a Senate committee staff is 
exploring the possibility of a general sales 
tax. End result of the work is more likely 
to be stiffer selective excises than imposi- 
tion of an across-the-board sales tax. 


According to Washington reports, Con- 
gress is in no hurry to move on the new 
taxes requested by the President. There is 
strong opposition to some of the nonmilitary 
items in the budget, which have been de- 
scribed by administration critics as “pet Fair 
Deal projects in new uniforms.” Even 
among the members of Mr. Truman’s own 
party there is strong feeling that these items 
can be cut substantially. 


There is also some opposition to the Presi- 
dent’s suggestion that tax increases should 
come in two sections, with many Congress- 
men indicating a preference for extensive 
consideration of the whole problem now and 
definite action to be taken after actual ex- 
penditures can be projected with more 
accuracy. 


This view was worked out in terms of 
simple arithmetic in a recent address by 
Allan Sproul, president of the Federal Re- 
serve Bank of New York. “Ona cash basis, 
which is the important basis in terms of cur- 
rent economic effects and Treasury public 
borrowing, the figures improve somewhat,” 
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he said. “The cash outgo for fiscal 1951-1952 
may be estimated at $74.1 billion, the cash 
income at $61.3 billion and the cash deficit 
at $12.8 billion. This figure might be reduced 
further by making allowance for the usual 
tendency to over-estimate expenditures and 
under-estimate receipts.” 


The Administration has reversed itself on 
the taxing of cooperatives and mutual enter- 
prises, and has suggested that state and local 
government obligations should lose their 
tax-exempt status. Both of these sug- 
gestions will be strongly opposed by the 
groups involved. 


Although public utterances about the tax 
bill have paid unanimous tribute to the pay- 
as-you-go principle, there is a strong possi- 
bility that the fiscal year may end with 
another deficit. Betting now is that no tax 
bill will pass Congress before June, and the 
Congressmen are said to be reluctant to 
make any provisions of the new legislation 
retroactive to the first of the year. 


BILL to allow consumers of gasoline 


‘X% to deduct state gas taxes, imposed on- 


the wholesaler and passed on by him, from 
their income taxes was approved by the 
House on January 17 and referred to the 
Senate Committee on Finance. H. R. 2141, 
providing for free importation of gifts for 
members of the armed services on duty 
abroad, and H. R. 2268, authorizing payment 
of interest on Series E bonds held after 
maturity, passed the House on February 6. 


Two bills relating to estate and gift taxes 
have been introduced in the House. H. R. 
16 would exclude the proceeds of National 
Service Life Insurance and government life 
insurance from a decedent’s taxable estate 
after October 8, 1940. H. R. 66 proposes the 
establishment of a Tax Settlement Board to 
arbitrate settlement of gift and estate taxes 
when the Commissioner and the taxpayer 
disagree on the amount due. 


The Supreme Court 


The-Court has been asked to review deci- 
sions in Bentley v. Commissioner, a case in 
which three principal stockholders liquidated 
a corporate business, and their wives then 
formed a partnership to rent the assets and 
employed the three husbands to run the 
business (50-2 ustc J 9484); Geer v. Birming- 
ham, a case involving cabaret tax on sale of 
refreshments in a ballroom (50-2 ustc 
{9490); and Parr v. Scofield, which arose 
Over the reservation of a quarter interest in 
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a gas and oil lease resulting in collection 
of a judgment taxed as income in the year 
it was received (50-2 ustc § 9520). 


Review has also been requested in Smith 
& Sons Company v. Commissioner (50-2 ustc 
9470), in which the Tax Court held that in- 
crease in the compensation of a taxpayer’s 
president of nearly 1,000 per cent in 1942 
and 1,700 per cent in 1943 was not reason- 
able; that contributions to a pension trust 
were not deductible because the contribu- 
tions did not represent reasonable compensa- 
tion when added to the other compensation 
paid to the employee-beneficiaries; and that 
transferee liability should be assessed where 
a distribution to the corporation’s president 
and sole stockholder rendered the corpora- 
tion insolvent. 


The Commissioner 


In view of the decision by the Court of 
Appeals for the Fourth Circuit in Hill v. 
Commissioner (50-1 ustc $9310), that sum- 
mer school expenses were deductible by a 
teacher even though she had the alternative 
of reading selected books to retain her 
certificate, the Commissioner has modified 
his position on the deductibility of such 
expenses. 


In general, such expenses are now con- 
sidered deductible if they are incurred for 
the purpose of maintaining a position, but ° 
expenses incurred for the purpose of obtain- 
ing a teaching job, or qualifying for perma- 
nent status, a higher position, or a better 
salary, are not deductible (I. T. 4044, 1951 
CCH StTanpARpD FeEpERAL TAx _ REporRTS 


{| 6063). 


CQUIESCENCE — The Commissioner 
has announced acquiescence in the fol- 
lowing decisions of the Tax Court: 


Community Public Service Company, CCH 
Dec. 16,994. Withdrawing a previous non- 
acquiescence, the Commissioner now agrees 
that in computing its excess profits credit 
carry-over, the taxpayer could use its prede- 
cessor’s basis, as provided by the law of the 
year to which the credit was carried over, 
rather than the actual basis under the law 
for the year in which the credit arose. 


Campbell, CCH Dec. 17,853. Gain in an 
exchange was not recognized in a reorgani- 
zation when one corporation subsequently 
transferred its exchanged stock in an inde- 
pendent transaction which was not part of 
the reorganization plan. 
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Effective Rates of Individual Income Tax : 
World War I! Peak Rafes and Proposed 


World War I =» 


Ny, 


NET INGOME (Thousands ot Detars) 


Source: Treasury Department. 


_In Favor— 


“The personal income tax is the mainstay 
of our Federal tax system. It should be 
the major source of the additional revenue 
we need.”—Harry S. Truman. 


“In this country income and financial re- 
sources are broadly distributed. Tax in- 
creases to raise 16 billion dollars will like- 
wise have to be broadly distributed. 


“An increase in individual income taxes 
should produce about half of the additional 
revenue required. Since the bulk of the 
taxable income is in the first taxable bracket, 
the increase will have to begin there.”— 
Statement of Marriner S. Eccles, member 
of the Federal Reserve Board. 


“Inasmuch as the spending of individuals 
is one of the powerful elements in the 
inflationary movement, a tax program de- 
signed to combat inflation must have the 
effect of restraining consumer expenditures 
by reducing spendable income wherever it 
is. For this reason the tax on individual 
incomes must be raised for lower and mid- 
dle-income groups as well as for the upper 
level and higher-income groups.”—Committee 
for Economic Development. 
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And Against— 


“The top-income 12% of American fami- 
lies received 31% of total spendable income, . 
while the lowest 59% of our families re- 
ceived 32%. It is at the top of the 
income structure that substantial margins 
of spending can be curtailed without affect- 
ing health, welfare and productive efficiency.” 
—Emil Rieve, CIO vice president. 


“More and more the burden of paying the 
cost of the Federal government is being 
shifted from business to the backs of ordi- 
nary individual taxpayers. ... 


“The share of total government receipts 
which come from taxes on individuals has 
increased from 48 per cent to 68 per cent 
since 1943. At the same time the portion of 
government revenues from taxes on corpo- 
rations has dropped from 44 per cent to 30 
per cent.”—The Machinist, February 8, 1951. 


“We strongly urge no increases 
in rates on those with gross income be- 
tween $2,000 and $3,000, and the adop- 
tion of a lower rate schedule or a sys- 
tem of tax credits for those with gross 
incomes below $2,000.”—Statement by the 
AFL Executive Council. 
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PROPOSED CHANGES IN EXCISE TAXES 


Item 


Alcoholic Beverages 
Distilled spirits 


Still wines 
Sparkling wines 


Tobacco 
Cigarettes 


Manufacturers’ Excises 
Gasoline 
Automobiles 
Electric, gas and oil appliances 
Refrigerators 
Radios, television sets, phonographs 


and records, musical instruments.... 


Source: Treasury Department. 


Not Enough— 


“The question arises whether a broader 
application of consumer taxes than those 
proposed by Secretary Snyder is not desir- 
able and whether, in fact, a much stiffer 
rise generally in consumer taxes could not 
be employed profitably as a substitute for 
the somewhat arbitrary 4-3-3 ratio recom- 
mended by the President. 


“Apart from the fact that consumer taxes, 
based as they are on spending, are more 
specifically anti-inflationary in their impact 
than a tax which falls indiscriminately on 
savings and spending, they also require the 
least time to bring into production.”—Edi- 
torial, New York Times, February 6, 1951. 


“We recommend a broad manufacturers’ 
excise tax on all products except food.... 
The increases proposed by Mr. Snyder’s 
‘luxuries’ do not cover luxury items real- 
istically. For instance, automobiles are 
more than a luxury for many Americans, 
being an essential means of transportation 
to defense plants.”—Statement of Thomas 
N. Tarleau, for the Commerce and Industry 
Association of New York, before the House 
Ways and Means Committee, February 9, 1951. 


Washington Tax Talk 


Tax Base 


Proof gallon 
Barrel 
Gallon 

Half pint 


Thousand 
Thousand 


Gallon 

Mfrs. price 
Mfrs. price 
Mfrs. price 


Mfrs. price 


Present 
Rate 


$9 

$8 

15¢, 60¢, $2 
10¢, 15¢ 


$3.50 
$2.50-$20 


1Y~¢ 
7% 

10% 
10% 


10% 


Proposed 
Rate 


$12 

$12 

50¢, $1.50, $3 
15¢, 22¢ 


$5 
$1.50-$37.50 


3¢ 

20% 
25% 
25% 


25% 


Too Much— 


“Excise taxes, rather than being reduced,. 
have actually been increased since 1945.. 
They have increased the cost of living, and’ 
to the extent that they are included in the 


cost of consumption goods, contribute to 
inflation. 


“We are opposed to any additional excise 
taxes for revenue raising purposes, believing 
they can be justified only to the extent that 
very high rates may be necessary to supple- 
ment allocation and/or control measures to 
discourage the purchase of luxury commod- 
ities, the production of which may require 
labor and material in short supply during 
any further period of emergency.”—AFL 
Executive Council. 


“The burden of paying for the war will 
fall upon those who can least afford it— 
the people at the low end of the economic 
scale—if Congress adopts the $10 billion 
tax program Secretary of the Treasury Sny- 
der recommended ... . The individual of 
low and moderate income would pay the 
bulk of the excise tax boost by higher levies 
on his necessities and the things he com- 
monly buys for amusement or recreation.” 
—Gervase N. Love in the CIO News, Feb- 
ruary 12, 1951. 
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Corporation Income Tox Effective Rates’ 
_ 1946-1949, Present Law, and Proposed 




















Ll ill lf 


Source: Treasury Department. 


lt Will Kill— 


“To siphon off through taxes too great a 
portion of corporation profits will hamper 
industrial expansion, which is the country’s 
basic need today. If such a policy is pur- 
sued, the only source of adequate capital 
funds will be from greatly increased gov- 
ernment loans or undue amounts of borrow- 
ing—both of these methods present potentially 
serious effects.” — Statement of the Com- 
merce and Industry Association of New 
York, Inc. to the House Committee on 
Ways and Means, February 9, 1951. 


“Such a tax, too, would be inflationary 
since it would remove much of the stimulate 
(profits) to be gained from economical opera- 
tion. This would result in increased costs 
and establish the basis for increased selling 
prices.”—Letter to Senator Robert C. Hen- 
drickson from a constituent, Congressional 
Record, February 1, 1951. 


“Whenever you take the major part of 
a profit dollar from a big manufacturer you 
take away his incentive to expand, to create 
more jobs, to produce more goods.”—Noah 
M. Mason, Member of the House Ways 
and Means Committee, in a speech before 
the Economic Club of Detroit. 
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aa: 


(Thousands of Dollars) 


* Does not include excess profits tax liability. 





Or Cure— 


“The assurance that increased govern- 
ment spending will to a considerable extent 
guarantee continued and/or increased profits, 
and finance much necessary plant expansion 
with minimum risk and cost to industry, 
combined with the circumstance that plant 
expansion during the past several years has 
resulted in a high level of productive effi- 
ciency, should be compelling reasons why 
further increases in taxes on corporation 
profits should be made to raise, the revenue 
required.”—AFL Executive Council. 

“The defense orders placed and yet to be 
placed—added to the large unsatisfied de- 
mand for industrial plant, housing, consumer 
durable goods and most articles of current 
consumption—assure producers of a seller’s 
market in nearly every field of business 
activity during the mobilization period. In 
spite of problems of securing the materials 
and labor for their production, business will 
have adequate incentives even under higher 
taxes to go forward with the job of pro- 
duction .... The level of corporation taxes 
proposed is dictated by the need for an 
equitable distribution of the burdens of de- 
fense consistent with the continued growth 
of industry.”—Secretary Snyder. 
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The TAX MAGAZINE 


Analysis of 1950 
Excess Profits Tax Law 


By PAUL J. FOLEY 


Vol. 29, No. 3 


SPECIAL TREATMENT AND BINDING ELECTIONS 
REQUIRE CAUTION ON RETURNS, SAYS THIS 
WASHINGTON, D. C., ATTORNEY AND CPA 


I ET CAUTION be your guide on 1950 
4 corporate returns. The new law is full 
of special treatment and some elections are 
binding. Even where the special relief can 
be sought later, the amended return needed 
to claim it may be embarrassing, and an 
amended return usually causes the taxpayer 
added trials and tribulations on review. 


Following the legislative promise con- 
tained in the Revenue Act of 1950, the new 
Excess Profits Tax Act was passed in the 
last hours of the Ejighty-first Congress. 
Although some relatively minor general pro- 
visions were also contained in the act, this 
article will be confined to the excess profits 
tax provisions contained therein. Because 
the Bureau of Internal Revenue regulations 
on the- new excess profits tax provisions 
are not out and are not expected to be out 
before the middle of March, 1951, there will, 
of course, be no references to anything other 
than the act itself and the form, Schedule 
EP (Form 1120), and the instructions issued 
therewith. It is contemplated that the regu- 
lations, when released later this month, will 
be in skeleton form, the plan being to sup- 
plement and amend them through Treasury 
decisions. The magnitude of the tax issues 


1EXEMPT CORPORATIONS.—The following 
corporations, except as otherwise provided with 
respect to members of an affiliated group of 


Excess Profits Tax Law 


and problems involved precludes an earlier 
release. 


The purpose of this article is to beat the 
maze of technicalities and considerations 
into manageable size for a comprehensive 
analysis of the basic framework of the new act. 


Legislative Background and Outlook 


Mindful of the mess which resulted from 
the relief provisions of Section 722 and re- 
lated sections of the excess profits tax law 
which prevailed during World War II, Con- 
gress has attempted to substitute specific 
formulas which are to be applied in order to 
remove the more patent hardships which 
the abnormally high excess profits tax rates 
would work upon certain businesses. It 
would appear from conditions as they pre- 
sently exist that an excess profits tax law 
substantially as recently enacted will be with us 
for a considerable length of time, and tax plan- 
ning should be formulated with this in mind. 


eBasic Concepts 


The excess profits tax applies, of course, 
only to corporations. Some provisions have 
- been inserted to exempt certain corporations.’ 


corporations filing a consolidated return under 


Section 141, are exempt from the excess profits 
tax: (Footnote continued on following page) 
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The tax is intended to be effective from 
July 1, 1950; thus, where that date occurs 
during a tax year, the full excess profits tax 
rate will be reduced by that portion of the 
tax year which occurred prior to July 1, 1950. 


The normal tax, surtax and excess profits 
tax on corporations are to be reported on 
the corporate income tax return (Form 
1120) and are treated as one tax for all 
purposes, including assessment, collection, 
payment, period of limitations and the con- 
solidated return privilege. 


Tax Rates and Impact 


The new tax is a thirty per cent tax on 
adjusted excess profits net income. Be- 
cause of the reduction in this rate for tax 
years which started before July 1, 1950, the 
effective rate for the calendar year 1950 
is fifteen per cent. In addition, an alter- 
native ceiling rate of sixty-two per cent is 
provided for an over-all limit, and, if in- 
voked, it may reduce the effective excess 
profits tax rate. Because of prorating, the 
alternative ceiling rate for the calendar year 
1950 is about fifty-two per cent. 


Filing Requirements 


In the case of a taxable year ending after 
June 30, 1950, but prior to December 31, 
1950, the date for filing the return and paying 
the tax imposed by Chapter 1 for such 
taxable year is March 15, 1951. Even though 
a taxpayer has filed a corporation return 
under the provisions of the law applicable 
prior to the date of enactment of the Excess 
Profit Tax Act of 1950 (January 3, 1951), 
the act requires every corporation (except 
a corporation exempt under Section 454) 
to file a return after the date of the enact- 
ment of the act. Accordingly, for such tax- 
able year, no return of such a corporation 
which was filed on or before January 3, 
1951, with respect to taxes imposed by Chap- 
ter 1, will. be considered a return for such 


(Footnote 1 centinued) 

(a) Corporations exempt from tax under Sec- 
tion 101 (whether or not subject to tax under 
Supplement U); 

(b) Foreign personal holding companies as 
defined in Section 331; 

(c) Regulated investment companies as de- 
fined in Section 361 without the application of 
Section 361 (b) (4); 

(d) Personal holding companies as defined in 
Section 501; 

(e) Foreign corporations not engaged in trade 
or business within the United States; 

(f) Domestic corporations satisfying the fol- 
lowing conditions: (1) Ninety-five per cent or 
more of the gross income of such domestic cor- 
poration for the three-year period immediately 
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year. The total tax for such a taxable year 
is due and payable on March 15, 1951, or, 
at the election of the corporation, may be 
paid in four equal quarterly installments 
beginning March 15, 1951. All payments of 
tax made on or before January 3, 1951, with 
respect to a taxable year ending after June 
30, 1950, and prior to December 31, 1950, 
shall be considered as payments made at 
the time of the filing of the return required 
by the Excess Profits Tax Act of 1950. 


Schedule N (Form 1120) provides for the 
calculation to determine whether Schedule 
EP (Form 1120) need be filed. That is to 
say, if the calculation on Schedule N indi- 
cates a net income, as adjusted, of less than 
$25,000, it is not necessary to file the lengthy 
Schedule EP (Form 1120) on which the 
actual calculations of excess profits tax are 
to be made. 


Personal service corporations are handled 
in a special manner in that Schedule PS 
(Form 1120) is provided for them and is to 
be filed by them in connection with their 
Forms 1120. 


$25,000 Exemption 


The excess profits credit, which is the 
amount exempted from tax, is set at a mini- 
mum of $25,000; thus, if the excess profits 
credit when calculated under the general 
provisions which are later discussed amounts 
to less than $25,000, the corporation may 
arbitrarily take a $25,000 excess profits 
credit. It is particularly noted that there was 
no special new enactment which would limit 
the number of related, commonly owned or 
affiliated corporations which would each receive 
a minimum excess profits credit of $25,000. 


In the event of a short taxable year, the 
actual excess profits net income is increased 
or “annualized” and the $25,000 credit ap- 
plied to the actual excess profits net income 
as magnified to its full-year equivalent. 


preceding the close of the taxable year (or 
for such part of such period during which the 
corporation was in existence) was derived from 
sources other than sources within the United 
States, and (2) fifty per cent or more of its 
gross income for such period or such part 
thereof was derived from the active conduct 
of a trade or business; 

(g) Any corporation subject to the provisions 
of Title IV of the Civil Aeronautics Act of 1938, 
in the gross income of which, for the taxable 
year for which the return is being filed, there 
is includible compensation received from the 
United States for the transportation of mail by 
aircraft if, after excluding from its gross in- 
come such compensation, its adjusted excess 
profits net income for such year is zero or less. 
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Starting Point 


Obviously, the first basic consideration is 
the calculation of “excess profits net income.” 
The starting point in the calculation is the 
net income before net operating loss, as 
would appear on line 32 of Form 1120. 
Various additions? and deductions® are 
made from this figure in arriving at excess 
profits net income. After that, the major 
remaining consideration is the calculation of 
the excess profits credit and its selection. 


Excess Profits Credit 


There are three different types of credit 
available for computing the excess profits 
tax: (a) the credit based on income (includ- 
ing the provisions of Sections 442 through 
446); (b) the credit based on investment 
capital; and (c) in the case of certain regu- 
lated public utilities, the credit provided in 
Section 448. The taxpayer is to use that 
credit which produces the lowest excess 
profits tax. The more important considera- 
tions of the calculations and selections of 


excess profits credit are to be discussed in ~ 


detail below. 


Special Industries 
and Types of Cases 


Before discussing the general rules for cal- 
culation of credit on the basis of, first, in- 
come and, second, invested capital, it seems 
best to point out, for certain specific indus- 
tries or types of cases, special excess profits 


2(a) Adjustment for interest on borrowed 
capital. 

(b) Deductions on account of retirement or 
discharge of bonds, etc. 

(c) Deductions attributable to a grant or loan 
by a governmental agency to encourage mining 
of certain minerals. 

(d) Deductions under reserve method for bad 
debts, in case of banks. 

(e) Federal income and excess profits taxes 
paid by lessee under long-term lease. 

3 (a) Partially tax-exempt interest (sum of 
items 9-(a) and 9 (b), page 1, Form 1120). 

(b) Dividends received (item 13, page 1, Form 
1120), less (a) adjustment for dividends re- 
ceived in kind, (b) dividends received from for- 
eign personal holding companies and (c) 
dividends received on stock which is not a 
capital asset. 

(c) Net operating loss deduction for excess 
profits tax purposes (attach statement). 

(d) Net gain from sale or exchange of capital 
assets (Sum of items 12 (a) and 12 (b), page 1, 
Form 1120). 

(e) Income from retirement or discharge of 
bonds, etc. 

(f) Refunds and interest on Agricultural Ad- 
justment Act taxes. 

(g) Income from recovery of certain bad 
debts. 


Excess Profits Tax Law 


credits which are of more limited appli- 
cation but which, where applicable, may be 
used in lieu of the credit otherwise cal- 
culated. These special classes are as follows: 


(a) Railroad lessor-lessee corporations. Spe- 
cial rules for this type of corporation are 
provided in Section 434(d). 


(b) Mutual insurance companies. Special 
treatment for this type of corporation is 
provided in Section 430(b). 


(c) Corporations engaged in mining of 
strategic minerals. Such corporations, in- 
cluding lessors, are specifically provided for 
in Section 450. 


(d) Corporations completing contracts under 
the Merchant Marine Act. Such corporations 
are specifically covered by Section 457. 

In addition to the foregoing exceptions 
provided for certain classes of industry, there 
are two more methods (in addition to those 
for regulated public utilities) to be used 
in calculating the excess profits credit of 
all corporations which have specific happen- 
ings within them, namely: 


(e) Abnormalities in income in Taxable 
Period. Section 456‘ provides for special 
treatment where the abnormalities covered 
therein occur within the taxable period. At- 
tention is called to the fact that this is 
separate and apart from abnormalities which 
have occurred in the base period and which 
are dicussed under the income basis of cal- 
culating the excess profits credit. 


(f) Excess profits credit based on income 
in connection with certain exchanges. The 
entire Part II of the act, that is, Sections 


(h) Nontaxable income of certain industries 
with depletable resources (attach statement). 

(i) Federal income and excess profits taxes 
received by lessor under long-term lease. 

(j) Debts which actually became worthless 
during the year, in case of banks. 

(k) Adjustment for blocked foreign income 
(attach statement). 

(1) Income attributable to a grant or for- 
giveness of a loan by a governmental agency 
to encourage mining of certain minerals. 

(m) Excess profits net income computed with- 
out regard to deductions applicable to life in- 
surance companies. 

(n) Deductions applicable to life insurance 
companies. 

4“SEC. 456. ABNORMALITIES IN INCOME 
IN TAXABLE PERIOD. 

“‘(a) DEFINITIONS.—For the purposes of 
this section— 

“(1) ABNORMAL INCOME.—The term ‘ab- 
normal income’ means income of any class 
described in paragraph (2) includible in the 
gross income of the taxpayer for any taxable 
year under this subchapter if it is abnormal for 
the taxpayer to derive income of such class, 
or, if the taxpayer normally derives income of 
such class but the amount of such income of 
such class includible in the gross income of the 

(Footnote continued on following page) 
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461 through 465, provides special treatment 
in calculation of the excess profits credit 
where it can be based on income in connec- 
tion with certain enumerated exchanges. 
These sections deal with the computation 
of the credit of a corporation which has been 
reorganized during or subsequent to the 
base period. In general, they authorize the 
acquiring corporation to avail itself of 
the base period experience of its component 
corporations or predecessor transferors. 


(Footnote 4 continued) 


taxable year is in excess of 115 per centum of 
the average amount of the gross income of the 
same class for the four previous taxable years, 
or, if the taxpayer was not in existence for 
four previous taxable years, the taxable years 
during which the taxpayer was in existence. 


**(2) SEPARATE CLASSES OF INCOME.— 
Each of the following subparagraphs shall be 
held to describe a separate class of income: 

‘*(A) Income arising out of a claim, award, 
judgment, or decree, or interest on any of the 
foregoing; or 

‘‘(B) Income resulting from‘exploration, dis- 
covery, or prospecting, or any combination of 
the foregoing, extending over a period of more 
than 12 months; or. 

““(C) Income from the sale of patents, for- 
mulae, or processes, or any combination of the 
foregoing, developed over a period of more 
than 12 months; or 

‘“‘(D) Income includible in gross income for 
the taxable year rather than for a different 
taxable year by reason of a change in the tax- 
payer’s method of accounting. 

“‘All the income which is classifiable in more 
than one of such subparagraphs shall be classi- 
fied under the one which the taxpayer irrevo- 
cably elects. The classification of income of 
any class not described in subparagraphs (A) 
to (D), inclusive, shall be subject to regulations 
prescribed by the Secretary. 


“(3) NET ABNORMAL INCOME.—The term 
‘net abnormal income’ means the amount of 
the abnormal income less, under regulations 
prescribed by the Secretary, (A) 115 per centum 
of the average amount of the gross income of 
the same class determined under paragraph (1), 
and (B) an amount which bears the same ratio 
to the amount of any costs or deductions re- 
lating to such abnormal income, allowable in 
determining the normal-tax net income for the 
taxable year, as the excess of the amount of 
such abnormal income over 115 per centum of 
Such average amount bears to the amount 
of such abnormal income. 


“(b) AMOUNT ATTRIBUTABLE TO OTHER 
YEARS.—The amount of the net abnormal in- 
come that is attribuable to any previous or 
future taxable year or years shall be deter- 
mined under regulations prescribed by the 
Secretary. In the case of amounts otherwise 
attributable to future taxable years, if the 
taxpayer either transfers substantially all its 
properties or distributes any property in com- 
plete liquidation, then there shall be attribu- 
table to the first taxable year in which such 
transfer or distribution occurs (or if such year 
is previous to the taxable year in which the 
abnormal income is includible in gross income, 
to such latter taxable year) all amounts so 
attributable to future taxable years not in- 
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Excess Profits Credit 
Based on Income 
The general rule for calculating the credit 


based on income of a domestic corporation 
is as follows: (a) eighty-five per cent of 


the average base period net income, plus 
(b) twelve per cent of the base period capital 
additions, plus (c) twelve per cent of the 
net capital additions during the taxable year, 
minus (d) twelve per cent of the net capital 


cluded in the gross income for a previous tax- 
able year. 


““(c) COMPUTATION OF TAX FOR CUR- 
RENT TAXABLE YEAR.—The tax under this 
subchapter for the taxable year, in which the 
whole of such abnormal income would without 
regard to this section be includible, shall not 
exceed the sum of: 


““(1) The tax under this subchapter for such 


taxable year computed without the inclusion in 
gross income of the portion of the net abnormal 


- income which is attributable to any other tax- 


able year, and 

““(2) The aggregate of the increase in the 
tax under this subchapter for the taxable year 
(computed under paragraph (1)) and for each 
previous taxable year which would have re- 
sulted if, for each previous taxable year to 
which any portion of such net abnormal income 
is attributable, an amount equal to such por- 
tion had been included in the gross income for 
such previous taxable year. 


“(d) COMPUTATION OF TAX FOR FU- 
TURE TAXABLE YEAR.—The amount of the 
net abnormal income attributable to any future 
taxable year shall, for the purposes of this 
subchapter, be included in the gross income 
for such taxable year. 


‘*(1) The tax under this subchapter for such 
future taxable year shall not exceed the 
sum of— 


““(A) the tax under this subchapter for such 
future taxable year computed without the in- 
clusion in gross income of the portion of such 
net abnormal income which is attributable to 
such year; and 


““(B) the decrease in the tax under this sub- 
chapter for the previous taxable year in which 
the whole of such abnormal income would, with- 
out regard to this section, be includible which 
resulted by reason of the computation of such 
tax for such previous taxable year under the 
provisions of subsection (c); but the amount of 
such decrease shall be diminished by the aggre- 
gate of the increases in the tax under this 
subchapter for the future taxable year as com- 
puted under subparagraph (A) and for the 
taxable years intervening between such previous 
taxable year and such future taxable year 
which have resulted because of the inclusion 
of the portions of such net abnormal income 
attributable to such intervening years in the 
gross income for such intervening years. 


‘*(2) If, in the application of subsection (c), 
net abnormal income from more than one tax- 
able year is attributable to any future taxable 
year, paragraph (1) of this subsection shall be 
applied with respect to such future taxable 
year in the order of the taxable years from 
which the net abnormal income is attributable 
beginning with the earliest, as if the portion 


March, 1951 e TAXES — The Tax Magazine 





reduction, if any. For a calendar-year cor- 
poration, the base period is the four-year 
interval from January 1, 1946, to December 
31, 1949. The average base period net in- 
come is derived by averaging the best three 
of these years. 


For corporations whose fiscal years end 
between January 1 and March 31, the base 
period is the four-year interval ending with 
the close of the fiscal year in 1950. Again, the 
best three years are used in computing the 
average. 

For corporations whose fiscal years end 
between April 1 and December 1, in effect, 
a calendar-year base period is reconstructed. 


For all corporations, a deficit year is to 
be counted as zero. 


In calculating the excess profits net in- 
come for the base period years, the starting 
point is the normal tax net income to which 


(Footnote 4 continued) 


of the net abnormal income from each such year 
was the only amount so attributable to such 
future taxable year, and (except in the case of 
the portion for the earliest previous taxable 
year) as if the tax under this subchapter for 


the future taxable year was the tax determined ~ 


under paragraph (1) with respect to the portion 
for the next earlier previous taxable year. 


“(3) If in the application of paragraph (1) 
to any future taxable year it is determined 
that the decrease in tax computed under para- 
graph (1) (B) with respect to the net abnormal 
income, a portion of which is included in the 
gross income for the future taxable year, does 
not exceed the aggregate of the increases in 
tax computed under paragraph (1) (B) with 
respect to such net abnormal income, then the 
portions of such net abnormal income attribu- 
table to taxable years subsequent to such future 
taxable year shall not be included in the gross 
income for such subsequent taxable year. For 
the purpose of computing the tax under this 
subchapter for a taxable year subsequent to 
the future taxable year, the portion of net 
abnormal income attributable to the future 
taxable year shall not be included in the gross 
income for such future taxable year to the 
extent that the inclusion of such portion of 
net abnormal income in the gross income for 
such future taxable year did not result in an 
increase in tax for such future taxable year 
by reason of the provisions of paragraph (1). 


“(e) APPLICATION OF SECTION. — This 
section shall be applied only for the purpose of 
computing the tax under this subchapter as 
provided in subsections (c) and (d), and shall 
have no effect upon the computation of base 
period net income. For the purposes of sub- 
sections (c) and (d)— 


““(‘1) Net abnormal income means the aggre- 
gate of the net abnormal income of all classes 
for one taxable year. 


“(2) Under regulations prescribed by the 
Secretary, the tax under this subchapter for 
previous taxable years shall be computed as if 
the portions of net abnormal income for each 
previous taxable year for which the tax was 
computed under this section were included in 
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certain additions ° are made and from which 
certain deductions® are taken. 


Growth Formula—In lieu of the ordinary 
average earning net income period, a grow- 
ing corporation may qualify to use a special 
base period net income. In order to qualify 
under one test, the corporation must have 
had assets of $20,000,000 or less at the be- 
ginning of the base period and in the last 
half of the base period must have increased 
its payroll at least thirty per cent or its 
gross receipts at least fifty per cent over the 
first half of the base period. To qualify 
under the second test, net sales in the first 
six months of calendar 1950, when multiplied 
by two, must be at least 150 per cent of the 
average net sales for the calendar years 1946 
and 1947, and forty per cent of 1950 sales 
must be attributable to a product or class 
of products (or component articles) of a 
kind not generally available to the public 


the gross income for the other previous taxable 
years to which such portions were attributable. 

‘*(3) If both subsections (c) and (d) are ap- 
plicable to any current taxable year, subsection 
(d) shall be applied without regard to sub- 
section (c), and subsection (c) shall be applied 
as if the tax under this subchapter, except for 
subsection (c), was the tax computed under 
subsection (d) and as if the gross income and 
the other amounts necessary to determine the 
adjusted excess profits net income were those 
amounts which would result in the tax com- 
puted under subsection (d).’’ 


5 (a) Net operating loss deduction used. 

(b) Net loss to which Section 117 (j) is ap- 
plicable. 

(c) Deductions on account of retirement or 
discharge of bonds, etc. 

(d) Deductions under reserve method for bad 
debts, in case of banks. 

(e) Federal income taxes paid by lessee under 
long-term lease. 

(f) Repayment of processing tax to vendees. 

(g) Dividends-received credit. 

(h) Abnormal judgment deductions, etc. 

(i) Abnormal expenditures for intangible 
drilling and development costs. 

(j) Abnormal casualty, demolition and simi- 
lar losses. 

(k) Other abnormal deductions. 

(1) Adjustment of assessments paid by banks 
to Federal Deposit Insurance Corporation. 

(m) Capitalization of expenditures for adver- 
tising or promotion of good will. 


® (a) Dividends received (excluding dividends 
from foreign personal holding companies, and 
on stock which is not a capital asset). 

(b) Net gain from sale or exchange of capital 
assets. 


(c) Income from retirement or discharge of 
bonds, etc. 

(d) Federal income taxes received by lessor 
under long-term lease. 

(e) Debts which actually became worthless 
during the year, in the case of banks. 

(f) Excess profits net income (or deficit) com- 
puted without regard to deductions applicable 
to life insurance companies. 


(g) Deductions applicable to life insurance 
companies. 


191 





before January 1, 1946, and such type of 
sales which did occur in 1946 were no more 
than five per cent of such sales for 1949. 


If the corporation meets either of the 
above qualifications, the excess profits credit 
under the alternative computations is based 
on income of the last twenty-four or the 
last twelve months of the base period, which- 
ever is higher. Also, if it qualifies under 


tT Section 435 (e): ‘“‘AVERAGE BASE PERIOD 
NET INCOME—ALTERNATIVE BASED ON 
GROWTH.— 


“(1) TAXPAYERS TO WHICH SUBSECTION 
APPLIES.—A taxpayer shall be entitled to the 
benefits of this subsection if the taxpayer com- 
menced business before the beginning of its 
base period, and if either— 


“*(A) (i) the total assets of the taxpayer as 
of the first day of its base period (when added 
to the total assets for such day of all corpora- 
tions with which the taxpayer has the privilege 
under section 141 of filing a consolidated return 
for its first taxable year under this subchap- 
ter), determined under paragraph (3), did not 
exceed $20,000,000, and . 

“(ii) the total payroll of the taxpayer (as 
determined under paragraph (4)) for the last 
half of its base period is 130 per centum or 
more of its total payroll for the first half of 
its base period, or the gross receipts of the 
taxpayer (as determined under paragraph (5)) 
for the last half of its base period is 150 per 
centum or more of its gross receipts for the 
first half of its base period; or 

“(B) (i) the taxpayer’s net sales for the 
period beginning January 1, 1950, and ending 
June 30, 1950, when multiplied by 2, equals 
or exceeds 150 per centum of its average net 
sales for the calendar years 1946-1947; and 


‘*(ii) 40 per centum or more of the taxpayer’s 
net sales for the calendar year 1950 is attribu- 
table to a product, or class of products (in- 
cluding any article in which such product or 
class of products is the principal component 
and including any article which is a component 
of such product or class of products), of a kind 
not generally available to the public at any 
time prior to January 1, 1946, and 


“‘(ili) the amount of the taxpayer’s net sales 
which is attributable to such product or class 
of similar products, for the calendar year 1946 
is 5 per centum or less of the amount of its 
net sales so attributable for the calendar year 
1949. For the purposes of this subparagraph, 
the term ‘net sales’ with respect to any period 
means the total amount received or accrued dur- 
ing such period from the sale, exchange, or 
other disposition of stock in trade of the tax- 
payer or other property of a kind which would 
Properly be included in the inventory of the 
taxpayer if on hand at the close of the taxable 
year, Or property held by the taxpayer pri- 
marily for sale to customers in the ordinary 
course of its trade or business; reduced by 
the amount of discounts, returns, and allow- 
ances paid or incurred for such period. 

**(2) COMPUTATION. — The average base 
period net income determined under this sub- 
section shall be determined as follows: 

“*(A) By computing (in the manner provided 
by the second sentence of subsection (d) (1)) 
the excess profits net income for each of the 
last 24 months in the base period. 
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(b) above, it may use a weighting of its 
excess profits net income to produce an 
even higher credit.’ 

Base-Period Capital Addition—In the new 
Schedule EP (Form 1120), Schedule EP- 
2(A) provides the form for the calculation 
of base-period capital additions, whereas its 
Schedule EP-2(B) provides for the calcula- 

(Continued on page 247) 


““(B) By computing the aggregate of the ex- 
cess profits net income for each such month. 

“(C) By dividing by 2 the amount ascer- 
tained under subparagraph (B). 

““(D) By computing the aggregate of the ex- 
cess profits net income for each of the last 
twelve months in the base period. 

“(E) By computing (in the manner provided 
by the second sentence of subsection (d) (1)) 
the excess profits net income for each of the 
twelve months in the period beginning July 1, 
1949, and ending June 30, 1950. For the pur- 
poses of this subparagraph and subparagraph 
(G) the excess profits net income for any 
month after December 1949 shall be the 
‘weighted excess profits net income’ for the 
taxable year in which such month falls divided 
by the number of full calendar months in such 
year, but in no case shall such excess profits 
net income for any month be less than zero. 
The ‘weighted excess profits net income’ for 
any taxable year beginning before July 1, 
1950, shall be— 


‘*(i) 100 per centum of the excess profits net 
income for the taxable year if such year ends 
before July 1, 1950; 

““(ii) 90 per centum of the excess profits net 
income for the taxable year if such year ends 
after June 30, 1950, and before October 1, 1950; 

“‘(iii) 80 per centum of the excess profits net 
income for the taxable year if such year ends 
after September 30, 1950, and before April 1, 
1951; and 

‘*(iv) 70 per centum of the excess profits net 
income for the taxable year if such year ends 
after March 31, 1951. 

“(F) By computing the aggregate of the ex- 
cess profits net income for each of the twelve 
months referred to in subparagraph (E). 

““(G) In the case of a taxpayer who is en- 
titled to the benefits of this subsection only 
under paragraph (1) (B) and whose excess 
profits net income for the calendar year 1949 
is not more than 25 per centum. of its excess 
profits net income for the calendar year 1948, 
by computing— 

‘‘(i) in the manner provided by subparagraph 
(E), the excess profits net income for each of 
the six months in the period beginning July 1, 
1948, and ending December 31, 1948, and for 
each of the six months in the period beginning 
January 1, 1950, and [ending] June 30, 1950, and 

““(ii) the aggregate of the excess profits net 
income for each of the twelve months referred 
to in clause (i). 

“The average base period net income deter- 
mined under this subsection shall be the amount 
ascertained under subparagraph (C), (D), or 
(F), whichever is the highest, except that in 
the case of a taxpayer described in subpara- 
graph (G), its average base period net income 
determined under this subsection shall be the 
amount ascertained under subparagraph (C), 
(D), (F), or (G) (ii), whichever is the highest. 


(Footnote continued on page 247) 


March,1951 e TAX ES— The Tax Magazine 





Estate Planning Since 1948 


By G. VAN VELSOR WOLF 


THE AUTHOR, A MEMBER OF THE BALTIMORE FIRM 
OF MARBURY, MILLER & EVANS, WARNS AGAINST 
ESTATE PLANS BASED ONLY ON CURRENT TAX RATES 


LTHOUGH the Revenue Act of 1948 
£Xis comparatively recent, there has been 
such a deluge of literature written on the 
subject, from law review articles, and even 
books, to trust company bulletins, that there 
must be very few persons who do not know, 
in a general way, of its many tax benefits. 

However, since-its application to the 
greatest advantage involves considerations 
of such a technical nature, it is good from 
time to time to take inventory of its precise 
and, on occasion, complex provisions and 
requirements. At the same time, the com- 
paratively minor additions to the body of 
estate-planning law made since its passage 
can be reviewed, together with some re- 
flections on what may be anticipated in 
the near future. 


The significant feature of the 1948 act is 
that it treats husband and wife as a single 
unit; that is to say, although it affects in- 
come, estate and gift taxes in a very radical 
way, its principal benefits under all three 
taxes are available exclusively to married 
persons with living spouses. 


The income tax provisions need little 
mention, as we are all fully familiar with the 
advantages of the split income through the 
filing of joint returns. 


1 Code Section 812 (e). 

?The Revenue Act of 1950 made a change 
which will affect this calculation in some juris- 
dictions. Code Section 812 (e) (2) (A) provides 
that the adjusted gross estate for common-law 
States should be measured by the gross estate 
less the deductions allowed by subsection (e). 


Estate Planning 


Estate Tax 


The estate tax provisions of the 1948 act? 
afford the greatest oppgrtunity for tax sav- 
ings through the use of what is now well 
known as “the marital deduction”; that is, 
that substantial portion of the testator’s 
estate which can be disposed of free of 
federal estate taxes. 


This deduction is limited to one half of 
the decedent’s “adjusted gross estate,” a 
phrase which simply means the gross tax- 
able estate less debts claims and funeral 
and administration expenses.’ In plain lan- 
guage, the allowable marital deduction can 
be approximately one half of the decedent’s 
estate and can be any lesser amount. It is 
not, however, automatic to its full extent 
even in cases of intestacy. 


By definition, the property that can qual- 
ify for the marital deduction is limited to 
that part of the husband’s estate which 
passes or has passed from him to his sur- 
viving wife, but only to the extent that such 
property is included in determining the 
value of his gross estate.* Such property 
includes not only what will pass under the 
will but also his insurance, property in 
which he is a joint tenant or tenant by the 
entirety, property over which he has a gen- 


The 1950 law deleted from the list of such 
allowable deductions all allowances during ad- 
ministration for the support of dependents. 

?I will refer herein to the husband as the 
spouse first to die and to the wife as the sur- 
viving spouse, although the law is equally ap- 
plicable the other way. 
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eral power of appointment and lifetime gifts 
made within the past three years in con- 
templation of death or which may otherwise 
be held to be includible in his gross taxable 
estate. Not included, however, is property 
which he may own but which is not subject 
to federal taxes, such as real estate in a 
foreign country. 


In general, there are three ways of mak- 
ing testamentary gifts which will qualify 
for the marital deduction: (1) by having 
the property pass to the surviving wife out- 
right; (2) by having the property held in 
trust or insurance proceeds held by an 
insurance company for the wife’s lifetime 
and at her death having them go to her 
estate; and (3) by having the property held 
in trust or the insurance proceeds held by 
an insurance company during her lifetime 
with a power in the wife to dispose of the 
property by appointment during her lifetime 
or by her will. 

The first two methods give the wife an 
entire estate in the property either while 
living or at death, and for that reason the 
rules relating thereto are reasonably simple. 
However, the third method, that is, the 
gift in trust or of, the insurance proceeds 
for life with power of appointment, is the 
more usual because it has so many ad- 
vantages and is so much more flexible. But 
since the wife may appoint to another at 
the time of her death and thus enjoy, at 
most, a life interest in the property, this type 
of gift is called “a terminable interest,” and 
in order to qualify for the marital deduc- 
tion, it must satisfy five specific require- 
ments which are hereinafter discussed in 
some detail. 


3efore leaving the estate tax temporarily, 
there should be mentioned the change in the 


law relating to the property-previously- 
taxed credit or the five-year rule. Before 
the 1948 amendments, a credit for the prior 
tax was granted as to any property in a 
decedent’s estate which had been taxed 
within five years previously in another per- 
son’s estate. The 1948 act repeals and 
abolishes this credit in a wife’s estate inso- 
far as any property she has received from 
her husband is concerned, whether it formed a 
part of a marital deduction in his estate or not. 


Gift Tax 


The provisions in the 1948 act relating 
to gift taxes*® are very similar to those of 
the estate tax, permitting, however, as an 
additional terminable interest, a joint ten- 





* Code Section 812 (c). 
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ancy or tenancy by the entirety. The idea 
again is that if certain rules are followed, 
a husband’s property will be considered, for 
tax purposes, as being owned one half by 
him and one half by the wife. 


It is important to remember, however, 
that the gift tax provisions extend to each 
gift only. Thus, if a husband owning an 
estate of $100,000 makes a gift of $10,000 
to his wife, only $5,000 thereof may qualify 
for the marital deduction. As to the other 
$5,000, he will be entitled to the present 
$3,000 exclusion, leaving a balance of $2,000 
out of the $10,000 reportable for gift tax 
purposes. 


The marital deduction is also not auto- 
matic as to gift taxes. It is not available 
unless the consent in writing of the wife to 
any gift to a third party is filed with the 
Collector within the stated time limits, 
acknowledging that one half of the particu- 
lar gift and of all other gifts of the husband 
during that calendar year are to be con- 
sidered as from her. 


Illustrations 


It may be good now to review some of 
the possibilities under the present law, with 
examples to illustrate some of the pitfalls 
that should be guarded against in the actual 
drafting of a plan. We will start with Tom 
Jones who comes into your office to get a 
will drawn. 


The first thing to be done in preparation 
for an estate plan is to inquire carefully 
into not only what assets, such as a home, 
investments, business, insurance policies and 
interests under the wills of relatives and 
others, your client has and under what 
title these are held, and what substantial 
gifts he may have made from time to time, 
but also what his liabilities, such as mort- 
gages, debts and other obligations, are. 
The second thing to learn is just how your 
client wants to provide for his family. You 
will then know what you have to deal with 
and the general course that 
pursue. 


you are: to 


Tom and Mary Jones 


After asking these questions, you learn 
that Tom and Mary Jones are married and 
that they have two children. Tom has a 
home in his own name valued at about 
$20,000, he has life insurance of a face value 
of $40,000 against which he has obtained a 
loan of $5,000 and, in addition, he has about 


5 Code Sections 1000 (f), 1004 (a) (3). 
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$140,000 of other assets in the form of se- 
curities. He wants his wife to have the 
benefit of this property for her life, and, 
after her death, he wants it to go to the 
children in equal shares. 


Tom also says that he has read some of 
the literature about a new statute relating 
to something called the marital deduction 
and that under this law his estate will be 
free of federal estate taxes to the extent of 
one half thereof. As he understands that 
the law will take care of him to this extent, 
he would like to have a very simple will 
leaving his property to his wife if she sur- 
vives him and otherwise to the children— 
just one page. 

It is then necessary to explain to Tom 
that he is right when he says that the law 
will reduce his taxes very considerably if 
he leaves his property to his wife. On the 
other hand, there are also taxes to be con- 
sidered when his wife Mary dies, and when 
this is done, it will be apparent that the plan 


Toms 
Death 


$ 4,800 
31,500 0 
4,800 
4,800 


Tom’s plan 

Old method 
Simple new plan 
Best plan 


Thus, you can demonstrate to Tom Jones 
in a very simple way that the plan which 
was available prior to the passage of the 
new law would have been $3,300 cheaper 
than simply letting’ the new law take its 
course and that by taking full advantage of 
the new law he can save anywhere from 
$26,200 to $30,000. Since, by adopting the 
best plan he would save in excess of eighty- 
six per cent of the tax bill which would 
otherwise have to be paid and he would 
thereby preserve $30,000 or exactly fifteen 
per cent of his present gross estate for 
his children, he naturally says that he would 
like to hear more about it. 


Insurance Policies 


First, you must look at his insurance poli- 
cies. If these contracts are of the older type 
which guarantee an interest rate of three 
or 3% per cent if left with the company on 
option, it might be well to have these poli- 
cies payable to Mary. 


The three or 3% per cent interest which 
will be included in the monthly installment 


6 See, however, the material concerning in- 
surance options under the heading ‘‘Prospective 
Legislation’’ herein. 


Estate Planning 


he suggests would be almost the most ex- 
pensive he could devise. 


There was a method of planning com- 
monly used prior to the passage of the 1948 
act which actually would be cheaper taxwise 
than just letting the new law take its normal 
course. Under the old law, Tom would 
have been advised to put all of his property 
in trust to pay the income to Mary for life 
and, at her death, to have the property 
transferred to the children. In that way, 
the taxes would be somewhat less. But if 
full advantage is taken of the opportunities 
under the new law, not by a one-page will 
but by doing the job thoroughly, his oppor- 
tunities for tax savings and thereby for 
leaving a greater part of his estate to his 
children will be enormously enhanced. 

A simple analysis of the taxes for each 
of these situations shows (for the sake of 
simplicity I have not bothered with funeral 
expenses, administration costs, executor’s 
fees and other standard charges): 


Mary's 
Death 


$30,000 


Total 


$34,800 
31,500 
8,600 
4,800 


3,800 


payments to Mary, if either she or Tom 
selects an installment settlement, will not 


be subject to income tax. In getting this 
tax-free interest she would be doing just 
as well as if she were receiving five or 5Y% 
per cent interest from income-taxable se- 
curities and, at the same time, she would be 
running no risk of any depreciation in the 
market value of her principal.® 


If the policies are of the newer type guar- 
anteeing only two or 2% per cent interest 
and if some supervision over these proceeds 
is desired, it might be wise to create an 
insurance trust which would conform to the 
requirements of the 1948 act. In this way, 
the $40,000 would not be a part of Tom’s 
estate at the time of his death, insofar as 
administration costs and inheritance taxes 
are concerned, and he would save for his 
estate the sum of $1,200. 

As you will probably want to use the in- 
surance policies for a part of the marital 
deduction, you must examine them for two 
additional points if Tom himself is going to 
exercise any of the installment options. The 





payments under thesé policies must com- 
mence at least within thirteen months of 
Tom’s death. 


Likewise, it is provided in some policies 
that a beneficiary must file with the com- 
pany during her lifetime a proof of death 
of the insured before she is entitled to any 
interest in the proceeds. If such a pro- 
vision exists, Mary would not then have the 
power to appoint the remaining proceeds 
“in all events”* and the policies would not 
qualify, since she might not survive Tom 
by a sufficient period to file such a proof in 
her lifetime. That she does is of no signifi- 
cance. Such provisions should be deleted.* 


Tom’s Will 


You will then turn to the preparation of a 
will. After leaving to Mary the house and 
all of its furnishings and also Tom’s per- 
sonal effects, the balance, Tom’s “residuary 
estate,” should then be divided into three parts. 


Marital Deduction 


The first part should be composed of so 
much of his residuary estate as he can give 
to Mary and get the optimum allowable 
marital deduction from taxes. This part can 
be set aside by the itemization of specific 
assets which together will aggregate the 
marital deduction of approximately $100,000, 
or it can be done by way of a formula. By 
formula I mean a provision saying that so 
much of the residuary estate shall be set 
aside for Mary that, when added to the in- 
‘surance and the value of the house, the 
total will aggregate the maximum marital 
deduction allowable under the laws applic- 
able to Tom’s estate, in accordance with the 
values as finally determined for federal 
estate tax purposes. 

Although the technical phrasing of the 
formula will be difficult for Tom to under- 
stand, it is probably the surest way of ob- 
taining the best result for him for tax 





7See ‘‘(4) Power Exercisable Alone and in 
All Events’’ under the heading ‘‘Marital De- 
duction’’ herein. 


8’ Throughout this discussion there is mention 
of an insurance beneficiary’s power of appoint- 
ment over insurance proceeds as well as sug- 
gested changes in the form of existing policies, 
both of which are quite foreign to the rather 
rigid rules relating to contractual terms and 
beneficiary powers followed by insurance com- 
panies in the past. A very marked effect of the 
Revenue Act of 1948 is the change in attitude 
of insurance companies in these respects in 
order to make their product as attractive as 
possible for use under the new law. The loosen- 
ing of these long-standing inflexibilities has 
already advanced considerably. 


purposes.® Conversely, if separate assets are 
to be specifically designated, at least some 
tax loss is bound to be incurred. 


You may be able to determine precisely 
what his allowable marital deduction would 
be today, but by next year his estate will 
have changed to some degree. If the value 
of the assets so specified is then greater 
than the allowable marital deduction, the 
excess will be taxed unnecessarily in Mary’s 
estate, even if she dies within five years, 
since the property-previously-taxed credit 
has been repealed as to gifts to spouses. 
lf the specific assets are less than the allow- 
able marital deduction, more taxes will be 
paid at Tom’s death than need be. 


The allocation of specific assets may also 
be unfavorable, because Tom has borrowed 
on his insurance. Under the law, the amount 
of the allowable marital deduction will be 
reduced by the amount of any encumbrance 
or obligation to which a gift to the wife is 
subject. Thus, the loan on the insurance 
may reduce the allowable marital deduction 
on this gift by $5,000. 

But suppose Tom provides that his execu- 
tor shall pay this debt. If Tom exercises 
any installment-payment option, with any 
balance at Mary’s death payable as she may 
appoint, he has created for Mary a termin- 
able interest. Under the law, a terminable 
interest purchased by an executor cannot 
qualify for the marital deduction, and the 
payment of this loan would, in effect, be 
the purchase by the executor of this addi- 
tional $5,000 of insurance. The net result 
would be that although Mary would get 
$40,000 of insurance, a house worth $20,000 
and other specified assets worth $40,000, a 
total of $100,000, the allowable marital de- 
duction in Tom’s estate would amount to 
only $95,000. 


Thus, having decided to use a formula” 
for determining how much of Tom’s prop- 
erty shall go to Mary as her marital-deduc- 


® Many persons have criticized severely the 


use Of a formula. Where there may be difficult 
questions relating to the valuation of closely 
held stock, the possibility of gifts being held 
to have been made in contemplation of death 
or other administrative problems, such criticism 
can perhaps be justified. This is true particu- 
larly where the great bulk of the estate is not 
held in trust for the wife for life. See also the 
material concerning disclaimers under the head- 
ing ‘“‘Mary’s Will’’ herein. For Tom Jones, 
however, the formula is probably preferable. 


10 If the husband's estate contains assets which 
could not qualify for the marital deduction if 
given to the wife and if the executor could use 
such assets as a part of the marital trust if it 
wished, the allowable marital deduction will be 
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tion estate, you must decide how it should 
be given to her. As shown above, there 
are, in general, three ways. 


The balance of approximately $40,000 
(you have already made marital-deduction 
gifts of the insurance and the house out of 
the $100,000 or marital-deduction half of 


Tom’s estate) can be given to Mary out-— 


right. However, in doing so, the property 
would be subject to administration ex- 
penses and executor’s fees in her estate, to 
the claims of her creditors and to inheritance 
taxes at the time of her death. Tom also 
does not feel sure that his wife could handle 
such a sum by herself and would prefer a 
trustee. So you decide upon a trust. But 
here again you are given alternative choices. 


You can have the income payable to Mary 
during her lrfetime with the principal pay- 
able to her estate at the time of her death. 
As she or her estate will have the entire 
interest in this property, it will not be con- 
sidered a terminable interest, and for that 
reason there are certain income tax advantages. 


If it is thought that Mary may not need 


all of the income from this trust, you can ~ 


provide that the trustee shall pay only such 
income to Mary as, in its discretion, it may 
determine to be necessary, giving the trus- 
tee general directions as to how this dis- 
cretion is to be exercised. To the extent 
that any income is not paid to Mary but 
is accumulated, it will be taxable to the 
trust as a separate entity and in the lowest 
brackets, whereas, if it were paid to Mary, 
it would be placed on top of her other in- 
come and taxed in the higher brackets.” 

However, the estate trust has the same 
disadvantages as the outright gift, and these 
are usually felt to outweigh the income tax 
benefit, particularly as, in addition, the 
assurance of a desirable method of dis- 
tribution of this property to the children at 


(Footnote 10 continued) 
decreased to the amount of the value of such 


“unidentified assets.’’ An example concerns a 
husband who has given property to his son but 
has reserved for himself therein a term of 
twenty years. A gift to the wife of the balance 
of this term would not qualify for the marital 
deduction. Unless the executor is otherwise 
directed, he would have the power to include 
the value of this remaining term as a part of the 


marital trust which he must set aside, and 


the allowable deduction would be decreased in 
that amount. It is good, therefore, if the for- 
mula is to be used, to provide that the executor 
shall allocate to the marital trust only such 
assets as will qualify for the marital deduction. 

11The estate trust has two additional advan- 
tages which, in some special instances, might 
make it more desirable than the subsequently 
discussed trust with power of appointment. 
See footnotes 14 and 24. 
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the time of Mary’s death will depend en- 


tirely upon her leaving a satisfactory and 
valid will. 


The most popular and most desirable 
way of setting aside this first part of the 
residuary estate is by the use of a trust 
paying its income to Mary for life and giv- 
ing her a testamentary power of appoint- 
ment over the principal at her death. However, 
in using this form of marital trust, it will 
be necessary to satisfy five requirements of 
the law relating to terminable interests, - 
and unless very scrupulous care is given to 
these five basic ground rules, the entire 
marital deduction may be lost, and Tom’s 
estate will then be subject to the greatést 
possible tax burden. 


(1) All the Income for Life—First, Mary 
must be “entitled for life to all the income.” 
This is defined under the Regulations to 
mean that Mary must receive “substantially 
that degree of beneficial enjoyment of the 
trust property during her life which the 
principles of the lawef trusts would accord 
to a person who is unqualifiedly designated 
as the life beneficiary of a trust.” ” 


A’ very significant provision of the Regu- 
lations in this respect is to the effect that 
the property held in a marital trust must be 
income-producing.” No hard-and-fast rule 
is provided as to just how or when the 
property must be income-producing other 
than that a trust will be disqualified if it 
consists substantially of unproductive prop- 
erty which is not likely to become income- 
producing during the wife’s lifetime, unless 
the wife can require the trustee to reinvest 
in order to produce income or unless her 
normal beneficial enjoyment can be satisfied 
out of other assets.* Of course, a direction 
which would permit any of the income to 
be accumulated other than with the wife’s 
consent would cause disqualification. 


122That the wife receives only the balance of 
the income after the deduction of the trustee’s 
commissions, and that the trustee may allocate 
receipts and expenditures between principal and 
income, hold stock dividends as principal even 
though declared in place of a cash dividend (as 
provided by the statutes of some states) or 
amortize bond premiums by charges against 
income will not, in themselves, disqualify the 
trust for marital-deduction purposes. 

13 Some persons contend that there is no war- 
rant in the law for such a regulation and that 
it is wholly invalid. Until there is some sub- 
stantial judicial authority to support such a 
contention, it might be safer to abide by the 
Treasury’s stated rule. 

41f the testator owns nonincome-producing 
property which he wants held indefinitely for 
purposes of appreciation or if he owns stock 
in a family or close corporation which he 

(Footnote continued on following page) 
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An exception to this provision as to non- 
income-producing property is that the hus- 
band can leave his house in the marital 
trust, permitting his wife to live there rent- 
free as long as she wishes. The reason for 
this, perhaps, is that although she would 
receive no income, she would in effect be 
receiving the full beneficial enjoyment. 


(2) Income Payable at Least Annually.—A 
provision in the will that after the property 
is distributed to the trustee the income shall 
be paid to the surviving spouse at least 
annually, presents no problem.* The Regu- 
lations have provided for the removal of the 
only source of embarrassment while the 
property is still in the hands of the execu- 
tors, namely, that unless the husband au- 
thorizes or directs his executor to delay the 
distribution of his estate beyond the period 
reasonably required therefor, the trust will 
not be disqualified simply because the wife 
is not entitled to receive income until the 
trust is set up, which may’be more than a 
year after the husband's death.” 


(3) Power to Appoint to Self or Estate — 
In order for the trust to qualify, the sur- 
viving spouse must have the right to appoint 
the property to herself during her lifetime 
or to her estate at the time of her death, 


(Footnote 14 continued) 

wishes held for family or other reasons, he can 
put it in the trust described herein under the 
heading ‘‘Second Trust,’’ or if he prefers to 
use it as a part of his marital-deduction gift, 
he can put it in an estate trust. As an estate 
trust, as explained above, does not create a 
‘‘terminable interest,’’ the nonincome-producing 
restriction does not apply. 

15 Under the laws of some states, all of the 
income during administration, unless otherwise 
provided, is payable to the persons entitled 
under the will to the income from the residuary 
estate, regardless of debts and other obligations 
which are satisfied out of principal. The 1948 
Revenue Act, on the other hand, permits a 
direction that, without incurring disqualifica- 
tion, all income during administration be used 
for the payment of such obligations. Income 
tax-wise this might be more desirable, but to 
do so might very possibly affect the valuation 
of the marital deduction and decrease the allow- 
able amount thereof. 

16 This relaxation applies only to the income 
from ‘estate assets.’” If a trust is set up 
during the decedent’s lifetime which is to 
qualify for the marital deduction, such as an 
insurance trust, it is important that full pro- 
vision be made for the payment of income 
during the year after the decedent’s death 
without waiting until the final amount of the 
marital trust can be determined (which would 
probably be later than one year after the de- 
cedent’s death). 

17 In jurisdictions where even a general power 
cannot be exercised in favor of creditors unless 
the instrument creating the power specifically 
so provides, in order to secure the marital 
deduction within the intent of the 1948 act, it 


whether or not she also has the power to 
appoint to others. Thus, it is customary to 
provide for such a power of appointment 
either by giving the wife an unrestricted power 
of invasion or by stating that she can appoint 
to any one or more of such persons or cor- 
porations, including her estate,” as she may 
validly appoint by will, or both. 


The important thing to remember here is 
that you should not get so enthusiastic 
about saving taxes that you lose the entire 
marital deduction. Under Section 811 (f), a 
power to appoint to restricted classes, in- 
cluding the children and grandchildren of 
the creator of the power, would relieve the 
property from estate taxes at the time of 
the wife’s death, but, by so providing, that 
property would probably not be subject to 
any deduction in the husband’s estate.” 

Although it is essential to give the wife 
the very broad power of invasion or appoint- 
ment, it is not necessary that she exercise it. 
Thus, it is perfectly proper for the husband 
to make provision over in the event of a 
default of the wife to exercise the power. He 
can then make provision himself for his children 
and other descendants after her death.” 


(4) Power Exercisable Alone and in All 
Events—The power of the wife to appoint 


might be good for the husband’s will to direct 
explicitly that the wife may exercise the power 
in favor of her own creditors. 

1% In order to qualify for the marital deduc- 
tion, the 1948 act requires a power in the wife 
to appoint either to herself or to her estate. 
Thus, a power in the wife to invade during her 
lifetime with the balance payable to the chil- 
dren at death would qualify. Code Section 
811 (f) (2) exempts from the definition of a tax- 
able power of appointment a power limited in 
exercise to certain persons including the 
‘‘spouse of the creator of the power.’’ It would 
thus appear that the marital-deduction trust 
could be made exempt from taxes at the time 
of the husband’s death and also at the time of 
the wife’s death by giving her a power to invade 
during her lifetime (thus satisfying the alterna- 
tive requirement of the 1948 act) but no power 
at her death. That such a provision, at least 
formerly, would exempt the property from 
taxes at the wife’s death is supported by Sehwab 
v. Allen, 48-1 ustc {§ 10,620, 78 F. Supp. 234 
(DC Ga.). A recent Treasury ruling, E. T. 23, 
1950-1 CB 133, indicates that the maneuver will 
not work if the wife also has a power to appoint 
by will. Although the scant authority would 
seem to support it, I believe the trick entirely 
too clever to get by. 

12In this connection, it might be good to 
insert a safeguard permitted by the Regula- 
tions. It is the law in some jurisdictions that 
where a will purports to dispose of all of the 
decedent’s property, it will be construed to 
exercise also any general power of appointment. 
As it would be normal for the wife’s will to 
contain a disposition of her residuary estate, 
she would thereby exercise the power given to 
her in the husband’s will, albeit inadvertently 
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the property must be exercisable by her 
alone. If there is any restriction on the 
exercise of the power, such. as the consent 
of a trustee or of any other person, the trust 
would not qualify. 


She must also have the right to exercise 
that power in all events. This includes the 
requirement that the right must exist im- 
mediately upon the husband’s death.” Thus, 
if the husband’s will reads in such a way 
that the wife’s rights and powers over the 
trust do not come into existence until the 
trust itself is set up, the trust will not qualify 
for the marital deduction.” . 


(5) Power over Principal in Any Other 
Person—lf. any other person is to have 
any discretionary power over the principal 
of the marital trust during the wife’s life- 
time, it must be exercisable only for her. 
A common example is in the event of an 
emergency or sickness of the wife. Under 
such circumstances, it is customary and 
still proper to provide that the trustee may 
invade the trust principal for such necessary 
expenses of the wife and make such pay- 
ments directly to her.” 


Estate and Inheritance Taxes 


Having set aside one part of the residuary 
estate in order to allow for the marital trust, 
a second part should now be set aside for 
the payment of estate and inheritance taxes. 
This is important if the full available de- 
duction from Tom’s estate taxes is to be 
obtained. 


The law provides that the value of a gift 
to a wife, for marital-deduction purposes, 
shall be reduced by the amount to which 
she is subject to estate and inheritance taxes 
thereon. Thus, if the wife is liable for the 


(Footnote 19 continued) 
or unintentionally, and the results might be 
most unfortunate, since she presumably would 
be assuming that the children had been taken 
care of under her husband’s will. Thus, the 
wife’s power should perhaps be specifically lim- 
ited so that any exercise thereof is effective 
Only if express reference to the power is made 
in her will stating her intention to exercise it. 
° The Regulations permit the husband to 
provide, as a condition of the wife’s exercise of 
her power of appointment, that such power can 
be effectively exercised only by a will executed 
after his death. This seems inconsistent with 
the act, for if she dies simultaneously with the 
husband, she would have no opportunity to 
exercise the power, and it would not be exer- 
cisable ‘‘in all events.’’ Before using any such 
limitation, I suggest that considerable thought 
be given thereto, for in spite of the Treasury’s 
Statement in the Regulations, when considering 
the type of plan suggested in this discussion, 
such a condition might disqualify the entire 
marital trust. 


Estate Planning 


payment of or contribution to any of such - 
taxes, the benefit to Tom’s estate in the 
form of a tax reduction on account of the 
marital gift would be prejudiced thereby. 
Although he makes to her a full gift, only 
the net amount free of taxes can be used 
as a deduction for him. 


Although apportionment acts or court 
decisions in some states provide that no 
contribution to estate taxes will be required 
from a marital-deduction gift and although 
even the 1948 act contains certain provisions 
along these lines* exempting the surviving 
wife from contribution to federal estate 
taxes under certain circumstances, neverthe- 
less, there is normally no available relief 
from the payment of state inheritance taxes 
on the gift to the wife. 


To the extent that these taxes are charges 
against the wife’s marital portion, the allow- 
able marital deduction would be reduced. 
Therefore, Tom’s will should provide that 
all estate and inheritance taxes are to be 
paid from the balance left in the residuary 
estate after the setting aside of the marital- 
deduction gift. In that way, the greatest 
estate tax saving in Tom’s estate will be 
accomplished. 


Second Trust 


The then remaining balance of the residu- 
ary estate should be set aside in a trust 
similar to that used prior to the passage of 


the 1948 act. In other words, the property 
should be given to a trustee to pay the in- 
come to Mary for life, and at her death (a) 
it should be held in further trust for or dis- 
tributed to the children or (b) Mary might 
be given a limited power to appoint the 
property to Tom’s children and descendants 


21 The 1948 act provides for an additional ex- 
ception to the ‘‘terminable-interest’’ rule, per- 
mitting conditions of survivorship under certain 
circumstances before a wife’s interest will vest. 
A provision requiring the wife to survive him 
by six months or stating that she will have no 
interest in the estate if she dies as a result of 
a common disaster with the husband will not 
disqualify the trust for the marital deduction. 
Some tax men believe, however, that this addi- 
tional ‘‘terminable-interest’’ exception cannot 
be used with a trust with testamentary power 
of appointment (where the wife’s power must 
be exercisable ‘‘in all events’’). 

22 Whether a provision to permit invasion for 
an emergency or sickness of minor children 
would disqualify the trust is debatable. The 
statutory requirement is that no appointment of 
principal may be made ‘‘to any person other 
than the surviving spouse.’’ It would appear 
that the suggested power would not disqualify 
the trust if the payments are made directly to 
the surviving spouse at her request. 

23 Code Sections 826 (c), 826 (d). 


199 





.in such amounts and in such estates as 
she may determine. In either case, the prop- 
erty would not be subject to taxation in 
Mary’s estate and would eventually pass to 
the children subject only to the estate tax 
at the time of Tom’s death. 


With certain limitations, the usual trust 
powers can be given to the trustee. It is 
essential, however, that the trustee should 
not have powers which would in any way 
violate the requirements as to the validity 
of the marital deduction and thus cause a 
disqualification. 


It is often customary to provide that a 
trustee may retain the property held by the 
decedent at the time of his death until such 
time as the trustee may determine that such 
property should be disposed of, relieving 
the trustee of any responsibility for loss 
because of any holding of the property 
under such power. Although property may 
be income-producing at the time of the 
testator’s death, it may become nonincome- 
producing at some later time, and if the 
wife cannot require the trustee to reinvest 
such property in income-producing assets, 
it might possibly be held that the trust does 
not meet the requirement that the wife must 
receive “all the income.” Until there is 
some further clarification on this Regula- 
tion, it might be good to provide specifically 
that any power in the trustee to retain prop- 
erty shall not apply to the marital trust. 


Spendthrift Provisions 


Spendthrift provisions are customary in 
many jurisdictions not only as to the income 
of trust property but also as to the ultimate 
distribution of the principal. The Regula- 
tions provide that spendthrift provisions as 
to the income of a marital trust will not 
disqualify it for the marital deduction. 
There is nothing said about spendthrift 
provisions as to the principal. Some au- 
thorities contend that such an omission was 
an oversight, but, again, until there’is fur- 
ther clarification, it might be wise to provide 
that the spendthrift provisions relating to 
the principal of the trusts created under the 
will shall not apply to the marital trust.” 


Separate Trusts 


Where there is more than one trust cre- 
ated in a will, it is often provided that until 
division is required on account of a dis- 
tribution of principal, all of the trusts may 


Tf the testator has a paramount interest in 
subjecting the principal of the trust to spend- 
thrift provisions and does not wish to run the 
risk of the significance of this omission in the 
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be held as a single unit by the trustee, even 
though for accounting purposes they are 
to be treated as separate trusts in order, in 
some cases, to obtain the income tax ad- 
vantages of lower surtax rates by the spread- 
ing of the income over several taxable entities. 


If the husband’s estate is to be held in 
trust and his wife is to have an income in- 
terest in or an unlimited power of appoint- 
ment over only so much thereof as will equal 
the maximum allowable marital deduction, 
then in order to qualify for the marital deduc- 
tion under the 1948 act, that part must be held 
in a separate trust. Thus, it would be good 
to provide that the marital trust shall be 
set up separately with separate assets and 
separate books of account, the usual pro- 
visions of holding all together to apply only 
to the balance of such trusts as may be created. 


Likewise, if the wife is to have similar 
interests in only some of the insurance, the 
policies must be separated specifically. Per- 
centage interests in installment payments 
or in the power to appoint the proceeds of 
individual policies will disqualify them. 


Survivorship 


The benefits of the marital deduction are 
available only where there is a surviving 
wife. Suppose, however, that both Tom 
and Mary Jones are lost in a common 
disaster, such as an airplane accident, where 
it is impossible to determine who survived 
the other. 


The Uniform Simultaneous Death Act 
provides that wherever there is insufficient 
evidence as to which of two persons did 
actually survive, the property of each will 
be disposed of as if he had survived. In 
the event of such an accident, Tom’s mari- 
tal deduction benefits would be lost. 


However, as adopted in many states, this 
statute permits a provision in the will for 
a different order of survivorship. Thus it is 
wise to add a paragraph in Tom’s will to 
the effect that in the event of the death of 
Tom and Mary under circumstances where 
there is insufficient proof as to who sur- 
vived the other, it shall be presumed that 
Mary survived. If such. a disaster occurs 
after this has been done, a saving of $26,200 
in estate taxes will have been accomplished. 


Executors—Joint Income Tax Return 
In the appointment of the executors it is 


important to add an authorization that they 
may execute with Mary (or her personal 


Regulations, his object can be accomplished by 
the use of an estate trust which in turn, of 
course, would carry with it the disadvantages 
above discussed. 
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representatives) a joint income tax return 
for any taxable income received by Tom 
prior to his death without the necessity of 
her posting a bond or giving other security. 
It is obviously desirable to take the full 
advantage of the split-income provisions of 
the 1948 act for as long as possible. 


A person signing a joint income tax re- 
turn makes himself liable for. any taxes 
payable for such period. Without such a 
protection, executors might well be unwill- 
ing to subject themselves or the estate to 
a subsequent deficiency on account of 
Mary’s failure to have reported all of her 
income at the time of filing. 


Real Estate 


You have provided that the executor shall 
set aside the marital portion for the wife. 
It is then important to confer on the execu- 
tor sufficient authority to make this division 
of real estate as well as of personal prop- 
erty, perhaps even vesting title in the exec- 
utor for this purpose if you believe it to 
be necessary. The marital trust and its 
components must always be held as a sepa- 


rate unit, and normally the real estate will - 


not pass through the executor’s hands. 

In addition, it is not unusual to give the 
marital-deduction portion of the estate to 
the wife and the balance direct to the chil- 
dren or descendants of the testator. In 
such cases, if there are any minor children 
involved, it would probably be necessary, 
without such a provision in the will, to go 
into an equity court and incur additional 
and unnecessary expenses to accomplish 
complete allocation. 


Income During Administration 


Finally, it is desirable to provide affirma- 
tively for the payment of income to Mary 
during the period of the administration of 
the estate. Although it is true that the Reg- 
ulations do not require this so long as the 
executor is not-authorized to continue the 
administration beyond an unreasonable pe- 
riod, nevertheless, in order to avoid any 
difficulties in this respect, I suggest that the 
executor be directed to pay such income 
as in his judgment would have been pay- 
able to the surviving spouse had the marital 
trust been actually set up, with the addi- 

* Footnotes 15, i6. 

2There are some practical considerations 
which should be weighed, however, before this 
plan is adopted. If the trustee, in obtaining 
funds to pay Mary from the principal of the 


marital trust and in investing the accumulated 
income of the second trust, makes such pur- 
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tional provision that the executor shall not 
be responsible for any overpayments made 
in good faith.” 


$30,000 Saving 


Up to this point we have arranged Tom’s 
estate so that there will be a tax of $4,800 
at the time of his death and an additional 
tax of $3,800 at the time of Mary’s death. 
This will result in a tax saving of $26,200. 
However, if Mary survives Tom by a suffi- 
cient length of time, it will be possible to 
save $30,000 in estate taxes and, inciden- 
tally, to save income taxes in the process, 
by simply arranging the estate so that there 
will be no estate tax payable at the time 
of Mary’s death, that is, so she will have 
no taxable estate. 

We have already started toward this goal 
by providing for the insurance to be paid to 
Mary by means of installment-settlement 
options. If she survives the period of these 
payments, all of the insurance will be ex- 
hausted at the time of her death, and if 
during her lifetime she spends this money 
on or transfers it to the children by gift 
or otherwise, the proceeds will then be free 
of eState taxes at her death and the children 
will have either the money or the benefits 
thereof. 

We can accomplish a similar result with 
regard to the marital trust and in a safer 
manner. If it is provided that in addition 
to the income of the marital trust, there 
shall be paid to Mary from the principal 
thereof each year an amount equal to the 
amount of the income of the second trust, 
the principal of the marital trust will be 
gradually depleted. At the same time you 
will provide that until the marital trust and 
the insurance become exhausted, the income 
of the second trust will be accumulated. 

Thus, as the marital trust goes down in 
principal value, the second trust will in- 
crease in principal value exactly to the 
same extent, and as the second trust, being 
payable to the children directly or under a 
limited power exercisable by Mary, will 
not be taxable in Mary’s estate at the time 
of her death, you have gradually removed 
all of the mavital-deduction assets from a 
taxable to a nontaxable status without 
changing the total economic picture in the 
slightest. At the same time, the full $30,000 
of tax savings will have been accomplished.” 





chases and sales through a broker, which would 
normally be the case, rather than simply by 
transferring securities from the marital trust 
to the second trust for cash, the added expenses 
might not warrant the adoption of the plan in 


some instances. Likewise, some state statutes 
(Footnote continued on following page) 
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Meanwhile, you will also have accom- 
plished some income tax savings. Although 
receiving the same amount in cash, Mary 
will not be subject to income taxes on the 
principal of the marital trust she receives, 
unless the Treasury promulgates a special 
new rule for the purpose which is upheld 
by the courts. The income accumulating 
in the second trust will, of course, be tax- 
able, but, being taxed as a separate entity, 
the combined income taxes will be less in 
the aggregate than if all the income were 
taxable to Mary alone. 


Mary’s Vill 


The particularly important thing about 
Mary’s will in this case is that she should 
direct her executors to file the joint income 
tax return with her surviving husband or 
his representatives. It is Tom who has the 
income, and he is the one who really needs 


the benefit of the split-income provisions 
of the 1948 act. 


If no express condition is placed on 
Mary’s power in Tom’s will,” it might also 
be good to have Mary state specifically that 
she is not exercising any power of appoint- 
ment which she may have under Tom’s will, 
thus keeping the property free from her 
creditors in most jurisdictions. He has 
already made full provision for the further 
disposition of the property in the event of 
her default of appointment. 


The Regulations provide that if a sur- 
viving wife has entered into a “binding” 
agreement as to how she will dispose of 
the marital property which she receives 
from her husband’s estate, the marital de- 
duction will be disallowed. However, the 
fact that both wills are dated the same day 
will not effect a disqualification. 


As for a provision relating to survivor- 
ship, the approach is just the reverse from 
that taken in Tom’s will. You will not 
only want Mary to be considered the sur- 
vivor under all circumstances and thus per- 
mit the Simultaneous Death Act to operate 
as to her estate without change, but if Tom 
is to get any part of her estate, it might 
be good to provide that Tom must survive 
her by six months in order to be entitled 
to share in her estate. Even though this 
would, in effect, be creating a terminable 
interest in Tom, the statute specifically 
provides that such a limitation, if it does 


(Footnote 26 continued) 

permit a trustee to charge a commission upon 
the final distribution of any trust estate ‘‘or 
portion thereof.’’ A trustee would not normally 
make such an extra charge under the circum- 
stances here presented, but the possibility must 


202 


not extend beyond six months, will not 
amount to a disqualification for the mari- 
tal deductjon.* 


In some cases where an attempted gift of 
a marital deduction is disqualified because 
of some failure to meet the requirements 
of the law, it might be desirable to have 
Mary disclaim all interest in Tom’s estate 
and simply take her common-law or statu- 
tory share. This would not gain the maxi- 
mum allowable marital deduction, but it 
would at least provide some _ substantial 
advantage. 


However, another, more general, use of 
disclaimer has been suggested. The 1948 
act provides that if a wife disclaims, the 
property passing as a result of such dis- 
claimer will be considered as passing from 
the decedent directly to such other person. 
The suggestion is that in. writing Tom’s 
will, it might be preferable to give the 
entire estate to Mary in a marital trust, 
with the further provision that whatever 
she disclaims would then go into a second 
trust which could also be set up under 
Tom’s will, rather than to rely on a formula 
for reaching the amount of Mary’s marital- 
deduction part of the residuary estate. 


In this way you could wait until Tom’s 
death, and when accurate calculations are 
made as to his estate, Mary could disclaim 
everything except the specific amount which 
would equal the maximum marital deduc- 
tion, and the balance would go into the 
second trust. However, I think this plan 
would be a little risky until there is some 
authority on the subject to indicate that a 
person can disclaim a part only of a gift 
and also to indicate whether Mary would be 
subject to a gift tax on the part disclaimed. 


If Mary Predeceases Tom 


The above plan has been predicated on 
the assumption that Mary will survive Tom. 
Suppose Mary predeceases Tom. In such 
case, the entire marital deduction will be 
lost because Tom will not subsequently be 
survived by a surviving spouse, unless, of 
course, he marries again after Mary’s death. 
There are at least two ways of taking care 
of this resulting increase in taxes. 


Tom might purchase an insurance policy 
on Mary’s life in the amount of the esti- 
mated increase. The trouble with this sug- 
gestion, however, is that the insurance 


be considered, and a conference should be held 
with the prospective trustee on both of these 
points. 

*7 Described in footnote 19. 

°3 Footnote 21. 
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would be subject to estate taxes in Tom’s 
estate at the time of his death and would 
be reduced by that amount. 


It would be better to have such insurance 
taken out by the children as proposers. If 
they are too young, perhaps a guardian 
might be appointed for the specific purpose. 
In any event, it would be important for 
them to be the owners of the policies and 
have all of the incidents of ownership. The 
premiums could be paid by Tom. 


In this way, insurance would be payable 
to the children at the time of Mary’s death 
and would not be subject at the time of 
payment to any estate or gift taxes what- 
ever. The insurance would be on the life of 
Mary, but Tom would be paying the pre- 
miums, and neither would have held any 
incidents of ownership. Be careful, how- 


Bill’s 
Death 


Law takes its course.... $ 4,800 
31,500 


Old method 

Full deduction 
One-half deduction 
Best plan 


A will under the “old method” would 
mean that each would leave his or her estate 
in trust to pay the income to the other for 
life and at the death of the survivor the 
property would go to the children, thus 
avoiding in each case a tax in the estate of 
the survivor. From the above table you can 
see that by taking the full marital deduc- 
tion, that is, by decreasing Bill’s taxable 
estate to $100,000, and increasing Sallie’s 
taxable estate to $300,000, the aggregate 
estate taxes would be increased by only 
$900. At the same time there would be 
an initial tax saving at the time of Bill’s 
death of $26,700. 


If this initial tax saving of $26,700 earns 
an income or interest of four per cent a 
vear, Sallie would only have to survive Bill 
by about ten months in order to recoup the 
entire tax increase. It is apparent that if 
che survives Bill by any substantial length 
of time, the earnings on the initial tax 
saving will many times more than compen- 
sate for the ultimate slight increase in total 
estate taxes. 


2° Goodman v. Commissioner, 46-1 ustc {| 10,275, 
156 F. (2d) 218 (CCA-2). 

% The reason is that the estate tax is made up 
of two taxes, a basic tax and an additional tax. 
Together these taxes rise from zero to over 
twenty-eight per cent on the first $200,000 of 
the estate. They rise less than two per cent 
on the next $600,000. A substantial part of the 
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ever, not to have Tom take out the policies 
and then make them payable to the children. 
In such a case, if Mary predeceases Tom, 
he will be subject to a gift tax on the full 
amount of the proceeds.” 


Bill and Sallie Green 


Now let us take another example in which 
Bill and Sallie Green are in the same situa- 
tion as Tom and Mary Jones except for the 
fact that Sallie, as well as Bill, has an 
estate of $200,000. The first problem that 
arises is whether a marital deduction should 
be taken, since in doing so Sallie’s taxable 
estate would be increased to the same ex- 
tent that Bill’s would be decreased. Would 
that give any benefit? 


The answer is definitely yes. An analy- 
sis of the possible tax situation shows: 


Sallie’s 
Death 


$86,500 
31,500 
59,100 
45,300 
31,500 


Total 


$91,300 
63,000 
63,900 
62,800 
36,300 


It is interesting to note that if, instead 
of taking the full deduction in Bill’s estate, 
only one half of the maximum marital de- 
duction is taken, the total estate taxes will 
actually be $200 less than if no additional 
property had been put in Sallie’s estate.” 


In my judgment, the best plan would 
still be the plan used for Tom and Mary 
Jones whereby the income of the second 
trust is accumulated until the insurance 
proceeds and the marital trust are exhausted. 
If Sallie lives long enough, there will then 
be a saving of $55,000 in estate taxes, a 
reduction of over sixty per cent.of the aggre- 
gate tax which would otherwise be payable. 


Finally, if Bill and Sallie both die in a 
common disaster, there would be no time 
within which an initial saving in Bill’s 
estate could earn interest to compensate 
for an increase in taxes. Thus, if the whole 
marital deduction is taken in either estate, 
it would be better to omit the clause relat- 
ing to survivorship that we inserted in 
Tom’s will. On the other hand, if only 
one half of the marital deduction is to be 


rise is attributable to the increase in the basic 
tax, on which there is an eighty per cent credit 
allowable for state inheritance taxes. As these 
inheritance taxes will be payable under any 
circumstances, taking advantage of the eighty 
per cent credit in this way will actually have 
the effect of reducing the federal estate taxes 
without increasing any other tax. 
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taken, the survivorship clause might well be 
included in either one will or the other to 
take advantage of the small tax saving that 
would be available. 


Technical Changes Act of 1949 


Of the several revenue laws passed dur- 
ing the year 1949, only one is of any par- 
ticular significance, namely, the Technical 
Changes Act of 1949. This statute might 
be referred to as primarily an act to pro- 
vide special legislation for special clients 
of special lawyers. It gives persons who 
had consummated tax-savings plans along 
the lines of those which had been knocked 
out in such cases as Hallock, Lehman and 
Spiegel™ amd who were thus no longer able 
to take full advantage of the 1948 act a few 
months to correct at least a few of their 
errors without further penalty. 


The only provision of this 1949 act in 
which we are now interested was the over- 
ruling of Reinecke v. Northern Trust Com- 
pany.” An irrevocable trust which provides 
that the income shall be accumulated for a 
child during the lifetime of the donor and 
that at his death the principal and income 
are to be payable to such child will no 
longer escape estate taxes.™ 


Revenue Act of 1950 


There were two changes in the law as 
contained in the Revenue Act of 1950 which 
might be considered particularly apposite 
to the present discussion.“ The first is a 
new paragraph permitting the redemption 
by a corporation of a portion of its out- 
standing stock free of the threat that such 
a redemption represents a distribution of 
carnings which would otherwise be treated 
as a taxable dividend. However, the value 
of the stock redeemed must be included in 
determining the value of the gross estate of 
the decedent, the payment must not, exceed 
the estate, inheritance, legacy and succes- 
sion taxes, including interest, imposed be- 
cause of decedent’s death arid the value of 
all the stock in such corporation for estate 
tax purposes comprises more than half of 
the decedent’s net estate.™ 


It is not unusual today for a Tom Jones 
or a Bill Green to have few assets other 
than his business. This business has been 
incorporated and he owns all the stock 
therein. Formerly, you would have normally 
advised him to purchase some life insurance 
in order to provide funds for the eventual 
payment of his estate tax obligations and 
thereby preserve his business for his family 
or avoid a perhaps ruinous liquidation. This 
new law should go a long way toward giv- 
ing him this desired protection. 


The second change made by the 1950 act 
is the removal of any possible claim that a 
gift was made in contemplation of death if 
made more than three years prior thereto.” 
Passing the sociological objections to the 
transfer by an individual of a substantial 
part of his estate during his lifetime, which 
objections still exist, this change in the 
law will undoubtedly give a tremendous im- 
petus to the use of gifts in many estate plans. 


Heretofore, the making of gifts has been 
fraught with considerable uncertainty, even 
though the donor has lived for many years 
thereafter, and the amount of litigation re- 
lating thereto has been unnecessarily great 
because of the apparently quite unreason- 
able attitude of the Bureau in asserting that 
practically every gift of any consequence 
was made in contemplation of death. The 
resulting unfortunate and often serious de- 
lay in the settlement of so many estates 
in the past will be substantially remedied 
by the new law. 


Of course, it would still be fruitless in 
general to make gifts to the wife because of 
the existing provisions relating to split in- 
come during life and the marital deduction 
at death. Likewise, gifts of life insurance 
have not been affected.” However, gifts 
to children and other members of the family 
can now be made with the assurance that 
the whole plan will not be upset on account 
of an assertion of contemplation of death, 
unless the donor fails to survive for the 
necessary three-year period. 


Prospective Legislation 


Before concluding this discussion, it might 
be proper to mention what has recently 
been considered by the Congress in this 





31 Helvering v. Hallock, 40-1 ustc { 9208, 309 
U. S. 106; Lehman v. Commissioner, 40-1 ustc 
7 9198, 109 F. (2d) 99 (CCA-2); Spiegel v. Com- 
missioner, 49-1 ustc { 10,703, 335 U. S. 701. 

321 ustc ff 347, 278 U. S. 339 (1929). 

33 Code Section 811 (c) (3). 

% For an additional minor change, see foot- 
note 2. 

35 Code Section 115 (g) (3). 
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%° Code Section 811 (1). 

% There seems to be no reason why life insur- 
ance should be considered differently from other 
assets, and it is to be hoped that Congress will 
yet adopt the constantly repeated suggestion 
that its special treatment of insurance be re- 
pealed. See ‘‘Prospective Legislation’’ herein. 
In such case, the assignment of paid-up policies, 
at least, would be considerably attractive. 
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general field. Of importance here might be 
mentioned the two bills prepared by the 
Section on Taxation of the American Bar 
Association and submitted during the 1950 
session.* Some of the provisions thereof 
became a part of the Revenue Act of 1950, 
although not precisely in the form submit- 
ted. The section providing for the redemp- 
tion of a portion of corporate stock included 
in the decedent’s estate is an example. 

It is hoped that the new Congress will 
sive serious consideration to several of the 
other suggestions, including: (1) income 
tax relief on the profit from the sale of a 
home; (2) deductions for alimony payments, 
without the necessity of a decree; (3) basis 
for gifts made in contemplation of death; 
(4) income taxation to the settlor of in- 
surance trusts only to the extent that the 
income is used for the payment of premi- 
ums; (5) removal from the decedent’s estate 
of insurance assigned after January 19, 
1940; (6) $3,000 allowance annually for 
gifts of future interests; (7) treatment of 
gain from matured endowment policies as 
capital gain; (8) elimination of the provi- 
sion relating to powers of appointment un- 


der the 1942 statute, returning the law. 


relating to powers of appointment to what 
it was before the passage of that act, except 
that a general power would be taxable in 
the donee’s estate even though unexercised. 


Treasury Recommendations 


During 1950 both President Truman and 
Secretary of the Treasury Snyder stated 
on several occasions that in their judgment 
there are several provisions of the present 
taxing laws which contain inequities that 
need to be remedied. Secretary Snyder pre- 
sented his suggestions to the Congress in 
detail and several of them were adopted in 
the 1950 act. The others may well be re- 
submitted for further consideration. 

The Treasury suggests that the present 
income tax exemption of the earned interest 
which is included in the payments of in- 
stallment-settlement options under life in- 
surance policies be discontinued. Thus, 
such interest in the future would be taxable 
as any other interest or income. 

If this amendment is adopted, the holding 
of insurance proceeds under installment- 


3H. R. 7738, 7825. 

39 Even with an integrated transfer tax, a gift 
during one’s lifetime would have its advan- 
tages. As now, the tax on an inter-vivos gift 
would be based on the amount of the gift alone. 
The transfer tax at the time of death, as is the 
case under the present estate tax laws, would 
be based on the full value of the remaining 
property without deducting the tax first, that 
is, a tax on (a) the net testamentary gifts plus 
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settlement options would no longer be as 
attractive as now, and it would be desirable 
in more cases to have insurance policies 
payable into an insurance trust set up dur- 
ing one’s lifetime so that executors’ fees 
and inheritance taxes can be avoided where 
supervision over the proceeds is desired. 


For a long time the Treasury has been 
unhappy about the ability of wealthy per- 
sons to tie up property through several 
generations under the trust laws without 
having such property subject to estate taxes 
as it passes from one generation to another. 
The Treasury is now suggesting that each 
time the beneficial interest in property which 
is held in trust passes from one generation to 
another it should be subject to an estate tax. 


About seven years ago the Secretary of 
the Treasury appointed a special committee 
to study the possibilities of the integration 
of the estate and gift taxes and the corre- 
lation of the income tax therewith. This 
special committee, working with the Office 
of the Tax Legislative Counsel of the Treas- 
ury, submitted its report in 1947. The 
Treasury has apparently now agreed that 
there is considerable merit in this very 
excellent report of the special committee and 
is urging Congress to adopt such legislation. 

The theory of the recommendation is that 
the gift and estate taxes be integrated into 
one tax known as the transfer tax and that 
it operate somewhat similarly to the present 
gift tax. In other words, a person who 
makes a gift in one year would pay a trans- 
fer tax thereon. In the next year, if he 
makes additional gifts, the tax would be 
calculated on the gifts for the two years 
with a credit given for the payment made 
for the prior vear. When the taxpayer dies, 
the estate which he leaves would be considered 
as another gift in the year of his death. 

Thus, the balance of his estate would be 
added to his prior gifts and the tax calcu- 
lated thereon. After credit for prior gift 
taxes paid, the remainder would be payable 
as the final transfer tax or what we now 
think of as the estate tax. Any problems 
of gifts allegedly made in contemplation of 
death because made within three years 
thereof would be almost completely elimi- 
nated thereby.” 





(b) the tax payable thereon. To prevent, at 
least in the most extreme cases, the avoidance 
of this tax on a tax by the making of inter- 
vivos gifts, it would be provided that the 
amount of any transfer tax on property given 
within One year prior to the date of death, 
where such tax has been paid prior to death, 
will be included as a part of the decedent’s 
taxable estate. 
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taken, the survivorship clause might well! be 
included in either one will or the other to 
take advantage of the small tax saving that 
would be available. 


Technical Changes Act of 1949 


Of the several revenue laws passed dur- 
ing the year 1949, only one is of any par- 
ticular significance, namely, the Technical 
Changes Act of 1949. This statute might 
be referred to as primarily an act to pro- 
vide special legislation for special clients 
of special lawyers. It gives persons who 
had consummated tax-savings plans along 
the lines of those which had been knocked 
out in such cases as Hallock, Lehman and 
Spiegel™ and who were thus no longer able 
to take full advantage of the 1948 act a few 
months to correct at least a few of their 
errors without further penalty. 


The only provision of this 1949 act in 
which we are now interested was the over- 
ruling of Reinecke v. Northern Trust Com- 
pany.’ An irrevocable trust which provides 
that the income shall be accumulated for a 
child during the lifetime of the donor and 
that at his death the principal.and income 
are to be payable to such child will no 
longer escape estate taxes.™ 


Revenue Act of 1950 


There were two changes in the law as 
contained in the Revenue Act of 1950 which 
might be considered particularly apposite 
to the present discussion.** The first is a 
new paragraph permitting the redemption 
by a corporation of a portion of its out- 
standing stock free of the threat that such 
a redemption represents a distribution of 
earnings which would otherwise be treated 
as a taxable dividend. However, the value 
of the stock redeemed must be included in 
determining the value of the gross estate of 
the decedent, the payment must not exceed 
the estate, inheritance, legacy and succes- 
sion taxes, including interest, imposed be- 
cause of decedent’s death and the value of 
all the stock in such corporation for estate 
tax purposes comprises more than half of 
the decedent’s net estate.™ 
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than his business. This business hag hy 
incorporated and he owns all the Steet 
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ing him this desired protection. ; 

The second change made by the 195)» 
is the removal of any possible claim thy; 
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Passing the sociological objections to ty 
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objections still exist, this change in th, 
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petus to the use of gifts in many estate pla 

Heretofore, the making of gifts has bee 
fraught with considerable uncertainty, eve 
though the donor has lived for many yee 
thereafter, and the amount of litigation: 
lating thereto has been unnecessarily gre 
because of the apparently quite unreaw 
able attitude of the Bureau in asserting tl: 
practically every gift of any consequet 
was made in contemplation of death. 1 
resulting unfortunate and often serious 
lay in the settlement of so many estié 
in the past will be substantially remedi 
by the new law. 


Of course, it would still be fruitless: 
general to make gifts to the wife because! 
the existing provisions relating to split 
come during life and the marital deduct 
at death. Likewise, gifts of life insuran 
have not been affected.” However, si 
to children and other members of the fan 
can now be made with the assurance tli 
the whole plan will not be upset on acco! 
of an assertion of contemplation of det 
unless the donor fails to survive for! 
necessary three-year period. 


Prospective Legislation 


Before concluding this discussion, it mf 


be proper to mention what has recel! 
been considered by the Congress inl 





31 Helvering v. Hallock, 40-1 ustc { 9208, 309 
U. S. 106; Lehman v. Commissioner, 40-1 ustc 
7 9198, 109 F. (2d) 99 (CCA-2); Spiegel v. Com- 
missioner, 49-1 ustc { 10,703, 335 U. S. 701. 

321 ustc J 347, 278 U. S. 339 (1929). 

33 Code Section 811 (c) (3). 

3¢ For an additional minor change, see foot- 
note 2. 

35 Code Section 115 (g) (3). 
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general field. Of importance here might be 
mentioned the two bills prepared by the 
Section on Taxation of the American Bar 
Association and submitted during the 1950 
session.” Some of the provisions thereof 
became a part of the Revenue Act of 1950, 
although not precisely in the form submit- 
ted. The section providing for the redemp- 
tion of a portion of corporate stock included 
in the decedent’s estate is an example. 

It is hoped that the new Congress will 
give serious consideration to several of the 
other suggestions, including: (1) income 
tax relief on the profit from the sale of a 
home; (2) deductions for alimony payments, 
without the necessity of a decree; (3) basis 
for gifts made in contemplation of death; 
(4) income taxation to the settlor of in- 
surance trusts only to the extent that the 
income is used for the payment of premi- 
ums; (5) removal from the decedent’s estate 
of insurance assigned after January 19, 
1940; (6) $3,000 allowance annually for 
gifts of future interests; (7) treatment of 
gain from matured endowment policies as 
capital gain; (8) elimination of the provi- 
sion relating to powers of appointment un- 
der the 1942 statute, returning the law 
relating to powers of appointment to what 
it was before the passage of that act, except 
that a general power would be taxable in 
the donee’s estate even though unexercised. 


Treasury Recommendations 


During 1950 both President Truman and 
Secretary of the Treasury Snyder stated 


on several occasions that in their judgment- 


there are several provisions of the present 
taxing laws which contain inequities that 
need to be remedied. Secretary Snyder pre- 
sented his suggestions to the Congress in 
detail and several of them were adopted in 
the 1950 act. The others may well be re- 
submitted for further consideration. 

The Treasury suggests that the present 
income tax exemption of the earned interest 
which is included in the payments of in- 
stallment-settlement options under life in- 
surance policies be discontinued. Thus, 
such interest in the future would be taxable 
as any other interest or income. 

Tf this amendment is adopted, the holding 
of insurance proceeds under installment- 


settlement options would no longer be as 
attractive as now, and it would be desirable 
in more cases to have insurance policies 
payable into an insurance trust set up dur- _ 
ing one’s lifetime so that executors’ fees 
and inheritance taxes can be avoided where 
supervision over the proceeds is desired. 


For a long time the Treasury has been 
unhappy about the ability of wealthy per- 
sons to tie up property through several 
generations under the trust laws without 
having such property subject to estate taxes 
as it passes from one generation to another. 
The Treasury is now suggesting that each 
time the beneficial interest in property which 
is held in trust passes from one generation to 
another it should be subject to an estate tax. 


About seven years ago the Secretary of 
the Treasury appointed a special committee 
to study the possibilities of the integration 
of the estate and gift taxes and the corre- 
lation of the income tax therewith. This 
special committee, working with the Office 
of the Tax Legislative Counsel of the Treas- 
ury, submitted its report in 1947. The 
Treasury has apparently now agreed that 
there is considerable merit in this very 
excellent report of the special committee and 
is urging Congress to adopt such legislation. 


The theory of the recommendation is that 
the gift and estate taxes be integrated into 
one tax known as the transfer tax and that 
it operate somewhat similarly to the present 
gift tax. In other words, a person who 
makes a gift in one year would pay a trans- 
fer tax thereon. In the next year, if he 
makes additional gifts, the tax would be 
calculated on the gifts for the two years 
with a credit given for the payment made 
for the prior year. When the taxpayer dies, 
the estate which he leaves would be considered 
as another gift in the yéar of his death. 

Thus, the balance of his estate would be 
added to his prior gifts and the tax calcu- 
lated thereon. After credit for prior gift 
taxes paid, the remainder would be payable 
as the final transfer tax or what we now 
think of as the estate tax. Any problems 
of gifts allegedly made in contemplation of 
death because made within three years 
thereof would be almost completely elimi- 
nated thereby.” 





* H. R. 7738, 7825. 
® Even with an integrated transfer tax, a gift 
during one’s lifetime would have its advan- 
tages. As now, the tax on an inter-vivos gift 
Would be based on the amount of the gift alone. 
The transfer tax at the time of death, as is the 
Case under the present estate tax laws, would 

based on the full value of the remaining 
Property without deducting the tax first, that 
1s, a tax on (a) the net testamentary gifts plus 
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(b) the tax payable thereon. To prevent, at 
least in the most extreme cases, the avoidance 
of this tax on a tax by the making of inter- 
vivos gifts, it would be provided that the 
amount of any transfer tax on property given 
within one year prior to the date of death, 
where such tax has been paid prior to death, 
will be included as a part of the decedent’s 
taxable estate. 
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The income tax law would also be re- 
vised to correlate or fit in with the transfer 
tax. Thus, if a gift were sufficient to incur 
the liability of a gift tax, generally no fur- 
ther income tax liability would exist. How- 
ever, an exception to complete correlation 
would be where the income from a gift in 
trust is to be used to maintain minor chil- 
dren of the donor during their minority. 
Under such circumstances, the income so 
used would be taxable to the donor even 
though a transfer tax had been paid. 

In addition, the present gift tax exemp- 
tion of $30,000 and the estate tax exemption 
of $60,000 would be cut in half so that there 
would be a total transfer tax exemption of 
$45,000, of which $15,000 could be used dur- 
ing the individual’s lifetime, but if not, the 





each individual to whom a gift is my SEC 
would be reduced to $500, with a tg OF 
exclusion during any one year to each doy, AC 


of $3,000 for all gifts. 


Conclusion 


{ 


Saving taxes is desirable, but it sho 
never be the primary purpose of 
estate plan. 


a 


After your client has advised yoy ; 
actly what he wants done, the then existiz: 
laws will always afford very  substant; 
opportunities for saving taxes by proper 
arranging the mechanics of the dispositic 
of his estate to fit the pattern of his intentio: 

Taxes and the methods of taxation yary; 
greatly in such relatively short periods 








r 
balance could be used as a part of the’ time, however, that any estate plan Which F j 
exemption at the time of death. In addi- has only current tax rates as a foundati oi 
tion, the present exclusions of $3,000 to is built on sand. [ The En(} i 
— — = = —— a a re es S101 
| ; 
| THE GLOOMY CRYSTAL BALL hk 
| gilt 
In summing up the expenditure seen that the area of flexibility for the 
| figures for 1952, two facts stand out controlling expenditures in a single wit 
| in my mind. year is comparatively limited. This pro 
| First is the fact that, within any fact is frequently overlooked when we ten 
| budget, there is a close and direct talk of sizeable curtailments in gov- A 
relationship between individual pro- €™ment spending and attempt to re- ert] 
| grams. Rapid expansion or contrac- late them to the immediate year dur 
tion of a major segment of the budget before us. his 
cannot be programmed independently. Finally, I would like to emphasize ws 
Second is the fact that it is not that while the expenditure figures for ) tea 
possible to regulate or adjust most 1952 are important, the amount of ” 
expenditures at will within any one ew obligational authority requested 
fiscal year. Most government pro- in this budget is of equal, if not | %: 
grams are large and complex and many greater, importance. ge at 
months frequently elapse between Con- In the fiscal year 1950, for example, 0 
gressional authorizations to spend and the Congress granted new obligational me 
actual expenditures. For this reason, authority amounting to $50.2 billion. the 
there is a basic momentum in large In 1951, obligational authority, either f 1 
federal programs which means that requested or already enacted, amounts F pre 
expenditures cannot be radically al- to $87.5 billion. In 1952, the estimated dor 
tered except over a period of time. In amount is $94.4 billion. = 
other words, federal expenditures Thus, over a three-year span, new pas 
cannot be turned on and off like a obligational authority ‘is estimated at | — 
| water tap. $232 billion. Expenditures, however, — ( 
The 1952 budget, for example, is in will lag far behind that amount, since _ 
large part the result of a tremendous they are estimated at $159 billion for | ra 
number of decisions and commitments the same three-year span. The federal ey 
made in prior years. Almost half of | government, therefore, will enter fiscal 
| all 1952 expenditures, or nearly $31 year 1953 with unexpended balances } wk 
billion, will occur in 1952 as a result from these authorizations of over $70 the 
of appropriations, contract authority billion. These funds will be spent in lite 
| and other authorizations already enacted. 1953 and beyond. i 
| When other fixed items of expendi- —Frederick J. Lawton, Director of } ble 
ture, such as interest on the public the Bureau of the Budget, before the = 
debt, are taken into account, it can be House Ways and Means Committee. 
— — -— - - ——F Gi 
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__} gion of a gift from an estate for tax purposes. 
The provision excludes from the estate all 
ciits made more than three years prior to 
y for the date of death and includes all gifts made 
single within the three-year period, unless it 1S 
This proven that the gifts were not made in con- 
on we templation of death. 
gov- | A tax is imposed on any transfer of prop- 
to re- erty without valuable consideration made 
year during the donor’s lifetime or by reason of 
: his death. The transfer during life is called 
oe a gift and is subject to the gift tax, Upon 
es for \ death, the decedent's assets are his estate 
int of and become subject to an estate tax. 
nested In determining the amount of the estate 
if not | oa decedent subject to the estate tax, cer- 
) tain of those transfers which were subjected 
ample, to the gilt tax at the time of the transter 
ational \ may be included by the Commissioner in 
pillion, the estate. 
either § The provision for inclusion of transfers 
jounts | Presumably completed and taxed during the 
imated donor’s life as gifts has given rise to nu- 
merous conflicts and much litigation in the 
n, new | poe. The point of contention was what con- 
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somali cisions of the courts were based upon the 
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federal second hand from circumstances which may 
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alances = flaw in these cases is the necessity for 
ver $70 “i lishing the motive of the donor who at 
pent in “et time of the litigation, is incapable of 
| bearing witness for himself. 
ctor of } Generally speaking, the tax rates applica- 
ore the ble to gifts are approximately three fourths 
mittee. ‘Amendment to Code Section 811. 
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of those applicable to estates. This, how- 
ever, Is not a proper comparison. The rate 
applicable to specific gifts may be much lower 
than seventy-five per cent of the estate tax rate 
applicable to a particular gift. The gift is 
included in the estate “at the top of the 
heap” where the rates are relatively much 
higher because of the cumulative effect of 
an entire estate taxed as one total, taxa- 
ble entity. 


Prior Laws 


In the Revenue Act of 1916, the following 
provision appeared: 

“Any transfer of a material part of his 
property in the nature of a final disposition 
or distribution thereof, made by the decedent 
within two years prior to his death without 
such a consideration, (1. e. fair consideration 
in money Or money’s worth) shall, unless 
shown to the contrary, be deemed to have 
been made in contemplation of death.” 

This provision, statutorily, taxed all gifts 
which were made within two years prior to 
decedent’s demise as part of the estate. It 
would appear that the wording left very 
little room for argument, the only leeway 
being inherent in the words “unless shown 
to the contrary.” 

In the Revenue Act of 1926, even this 
leeway was removed, and the further restric- 
tion was added that if the gift was over 
$5,000, the excess over $5,000 was “deemed 
and held to have been made in contempla- 
tion of death.” 


That this was too stringent even for Con- 
gress is evidenced by the elimination of the 
changes made by the Revenue Act of 1926 
and the reimposition of the original form 
of this provision. 











In essence, the taxpayer’s representatives 
must be in a position to prove conclusively 
that the gift was not made in contemplation 
of death. To do this, the gift must be shown 
to have been made with another aim or pur- 
pose in mind. 


Other Factors 


Where the decedent’s physical condition 
at the time of the gift was good and old age 
was not involved as a factor, the introduc- 
tion of a valid motive, affirmed by the evi- 
dence, would in most instances eliminate 
the possibility of a conflict or a court fight. 
However, the presence of old age or poor 
physical condition or both at the time of 
the gift makes proving that the gift was 
not in contemplation of death considerably 
more difficult. 


The estate’s representative must then be 
able to prove not only the presence of an- 
other motive but also the absence of con- 
templation of death. The latter requirement 
can be proven either positively or negatively. 
If evidence is not available as to the absence 
of the contemplation of death, the other 
motive must be shown to have had such 
force and impetus as to have outweighed, 
by far, any other consideration. 


Burden of Proof 


A transfer by a taxpayer within the time 
provision in the law dumps the burden of 
proof heavily in the laps of the decedent’s 
representatives. If it is found that gifts were 
made within the prescribed period prior to 
death, the representatives must immediately 
gather the evidence in support of a saving 
motive or be prepared to accept the govern- 
ment’s contention that the gift must be in- 
cluded in the estate of the 
tax purposes. 


decedent for 


If the decedent’s representatives are ready 
to show the inapplicability of the provision 
to the instance under review, there will be 
no further conflict. Where the evidence is 
not preponderant, the government will apply 
the statute. To contest this determination 
by the government, it is necessary to find 
further and more incontrovertible evidence 
to the contrary. 

The assumption can be made safely that 
the examining agent, until convinced other- 
wise, will assume all gifts within the prescribed 
period to have been made in contemplation of 
death. The difference in opinion as to what 





2 Lavelle, CCH Dec. 3017, 8 BTA 1150 (1927). 
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constitutes sufficient evidence results in tk 
conflicts which end in the courts. 


The Commissioner need only decide « 
assume that the gift was made in contempk- 
tion of death. He does not ordinarily hav 
to prove it unless he first raises the issue it 
the Tax Court or the district courts. Ifth 
case comes into the courts involving ata 
deficiency resulting from a determinatic 
by the Commissioner that the gift was matt 
in contemplation of death, the Commissioner 
is presumed to be correct; the taxpayer mut 
prove by a “preponderance of evidence” thi 
the Commissioner erred. 


Typical Cases 


Two months prior to his death, a taxpavtt 
had stock transferred from himself to hi 
wife on the books of his company. The Co 
missioner assessed a deficiency based ont! 
inclusion of the value of the stock int 
estate as gifts in contemplation of death 
The estate was able to show that the gilt 
were actually made over a period of fou 
years and that the transfer was entered 
the books only to record what had occuttt! 
in the past. The court held the transis 
not taxable.’ 


At the age of eighty-six, a taxpayer tral 


ferred substantially all her property to ht 


children in return for a promise to be pa! 
$7,000 a year for the rest of her life. 5 
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lived to age ninety-eight. The property was 
included in her estate by the Commissioner 
and the court held this determination to be 
correct. The court’s reasoning was based on 
the following facts: when the children re- 
ceived the property, they placed it in trust 
with the provision that the income from the 
property, up to $7,000, be given to the mother 
and any excess be paid to a daughter; the net 
income did not average $7,000 a year, and 
the children made no attempt to make up 
the difference. The court held the gift to 
have been made in contemplation of death 
and includible in the decedent’s estate. De- 
cedent retained the right to the income from 
the property.” 


Between March 29, 1940, and April 2, 
1940, a taxpayer gave gifts to each of twenty 
nieces and nephews in return for a promise 
that, should he desire it, he could call on 
each for ten months of board and care. He 
died of a heart attack July 18, 1941, at the age 
of seventy-three. The Commissioner included 
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the gifts in this decedent's estate as gifts in 
contemplation of death. The court held 
otherwise, giving as the reason for its con- 
clusion that each gift was given without 
testriction on its use and that in view of 
the length of time care was expected from 
tach donee and the number of donees, the 
decedent was preparing for a long life, even 
the were to become infirm, and not making 
Provisions to take effect at death.‘ 


Motives 


The word “motive” in connection with gifts 
in contemplation of death is a key word. It 
is the word which encompasses the entire 
body of conflict between taxpayers and the 
taxing authorities where gifts are concerned. 
The establishment of the motive for the gift 
determines the tax treatment of the gift. 


When a conflict has reached the courts, 
the taxpayer must establish that the motive 
for the gift, excluding it from treatment as 
being in contemplation of death, was the 
controlling motive. The mere existence of 
a motive without proof of its dominance would 
not be enough to overcome the presumptive 
evidence of the Commissioner’s finding that 
the gift was in contemplation of death. 


In advancing the motive for the gift, the 
taxpayer must be in a position to show that 
this particular motive established the pattern 
of the gift, its form and, in fact, its existence. 
Ordinarily, an individual may consider trans- 
ferring property to one or more recipients 
many times and for many reasons and may 
never actually make the gift until one im- 
pelling reason comes to birth. The existence 
of the other motives is not denied, but the 
case is generally decided on the controlling 
cause of the gift. 

The courts are aware that the saving of 
estate taxes is a factor and a concern for 
most individuals in a position to leave an 
estate. However, it is recognized that gifts 
are made for other reasons, and, therefore, 
each case must be examined carefully not 
only to tax those that should be taxed but 
to avoid taxing unfairly those who are not 
properly taxable under the law. 


Classification 


Through the years, a pattern has been set 
up in regard to gifts which, on a broad scale, 
falls into two categories: (a) gifts associ- 
ated with the individual’s eventual demise; 
and (b) gifts associated with continued living. 


Which category a particular gift falls into 
determines its taxability as part of the 
estate. To be nonincludible in the estate, 
the gift must be associated with one or more 
motives which call for continued life on the 
part of the donor for their eventual realiza- 
tion, the realization to be accomplished only 
if the donor remains alive. 


This categorical analysis of motives ap- 
pears on the surface to simplify determina- 
tion of conflicts, but a number of difficulties 


ae ee a ee eee a a 
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* Ford, CCH Dec. 14,459(M), 4 TCM 321 (1945). 
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arise in their practical application. The es- 
tablishment of a motive requires evidence, 
and evidence of a motive is not always easy 
to obtain. As a result, a secondary motive 
or lack of proof of a motive may determine 
disposition of a case. 

Far more puzzling, however, is the point of 
view which will prevail where a set of facts 
offered in evidence as proof of a motive is 
found to indicate and prove another motive. 

It has generally been understood that a 
taxpayer making gifts prior to entering into 
a contemplated marriage could not be mak- 
ing the gifts in contemplation of death. His 
impending marriage was evidence of his ex- 
pectation of continued life.® 

However, there has been a tendency on 
the part of the courts to view such cases 
differently of late. The taxpayer is consid- 
ered to be making the gifts to avoid conflict 
over his estate between his future wife and 
the donees after his demise. This brings the 
gifts within the requirements for inclusion 
in the estate for tax purposes.°® 

The resulting problems arising from this 
type of approach are manifold. From any 
given set of facts, without the testimony of 
the creator of those facts, it is possible to 
arrive at a number of conflicting motives. 

If a man gives gifts of interests in a busi- 
ness to adult children with the aim of insur- 
ing their interest in the business for its 
welfare and theirs, it can be assumed that these 
circumstances will be stressed when the 
gifts are examined.’ The gifts are presumably 
motivated by factors associated with con- 
tinued living. It is a simple matter, how- 
ever, to take the same circumstances and 
impute a contrary motive such as the pos- 
sibility that the gift was made to assure the 
donor that upon his death his children would 
be sufficiently familiar with the business to 
be able to run it efficiently or to insure the 
continuation of a business, established or 
operated by the donor, after his death. If 
the court took this latter view, the result 
could be to classify the gift as having been 
in contemplation of death and to 
accordingly. 


tax it 


Age and Health 


If a set of conditions surrounding a gift, 
under review with respect to motivation, in- 





5 Lippincott, 1934 CCH Standard Federal Tax 
Reports { 9428, 72 F. (2d) 788 (CCA-3). 


6 Parish, CCH Dec. 16,883(M), 8 TCM 257 
(1949). 

7 Cherry, CCH Dec. 15,235(M), 5 TCM 495 
(1946). 
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cludes the factors of old age and ill heals 
you can be assured of a determination }, 
the Commissioner that the gift was made» 


contemplation of death. 


not only the introduction of other str 





motivation but the overwhelming neg, 


of the influence of these two factors. 


In a typical case, decedent, at the age 
seventy-five, was found to have cancer. | 
series of gifts with a value of $210,000 y; 


made to her children and_ grandchildre 
Evidence was introduced that decedent 

not told she had cancer, that decedent }y 
made plans for periods subsequent to 
date of her death, that other motives exis; 
for the gifts. 


determination.® 
The existence of the two factors, old 
and ill health, at the time of the gift shoy 


start a flurry of activity. If the gift 


made for reasons which should free it fro 
future inclusion in the estate for tax pir 
poses, such reasons and evidence supportix 
It should k 
however, that these other factor 
no great influence, unless the pre 


them should be accumulated. 
expected, 
will have 
sumptive strength of continued old age # 
ill health can be overcome. 


Obviously, the age of the decedent at th 
time of the gifts cannot be denied. How 
ever, the strength of the ill-health fact 
can be attacked. The importance of theil: 
health factor is determined by its effect « 
no effect on tlt 
decedent and this can be proved, the ta 
payer is a long way toward offsetting th 


the decedent. If it had 


Commissioner’s contention. To have had: 


effect on the decedent, the decedent mis 
have been unaware of the fact that he wa 
ill or of the severity of his illness, and ths 


must be definitely proven. 


In the case referred to above, 


However, the difficulties inherent in t 


problem are surmountable. In 


the decedent made gifts at the age of eigit 
ea 


’ Bassett, CCH Dec. 15,950(M), 6 TCM ® 


(1947). 

® Footnote 8. 

1 Kent, CCH Dec. 
(1947). 


15,978(M), 
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determination in the courts would requis | 


None of the evidence ws 
sufficient to overcome the Commissioner; 





1 age 


the dect- 
dent’s representatives were unable to prot 
their contention that the taxpayer was Ut 
aware of the cancerous condition to the courts 
satisfaction. The court felt that the inteli 
gence of the decedent was _ such that st 
must have known her condition from th 
type of treatment she received even thow 
no one actually told her what her ailment we 
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two just following an attack of cerebral 
thrombosis from w hich he was convalescing. 
Evidence introduced by decedent’s represent- 
atives showed that the gifts were part of a 
series started many years prior thereto and 
that the gifts were being contemplated be- 
fore the attack but had been postponed to 
await Congressional action on a new tax bill. 


Dominance 


In none of the cases which come before 
the courts is there any question of doubt as 
to the existence of the factors brought for- 
ward by the taxpayer as the dominant cause 
of the gift. What the court has to decide is 
whether these factors were truly the domi- 
nant factors in the mind of the deceased at the 
time of the gift. The principle of dominance 
determines the taxable status of the gift. 

When an estate tax return is filed, the gift 
made by the decedent must be listed. The 
executors must be prepared to offer the 
background, the reasons and the motivating 
factors underlying the gift. No matter what 
the age or physical condition of the decedent 
at the time of the gift, the circumstances 
surrounding it will be reviewed with great 
care to establish whether or not contempla- 
tion of death was an important element of 
the gift. The fact that the donor may have 
been young and in sound health does not 
eliminate the possibility of a finding that the 
gift was made in contemplation of death. 


From the decisions in the cases on this 


to dominance grows in direct relationship 
to increasing age. If it were at all possible 
to set up controlled experiments, this could 
probably be proven statistically. However, 
there is no apparent relationship between 
the decisions of the court and increasing 
age. The possibility of a gift’s being consid- 
ered not within the scope of contemplation of 
death after the donor reaches seventy or 
even eighty is on a par with a contrary 
decision. Here it is a question of convincing 
the court that the reason for the gift was 
larmore dominant than the age factor and, 
i possible, of showing that the age factor 
Was not even involved. 

Of considerably greater difficulty to over- 
tome is the unfavorable effect on the court 
% poor physical condition. If the condition 
Was such that death was a distinct possi- 
bility, the gift will almost invariably be 
classified as being made in contemplation 
death. There have been decisions in the 
‘axpayer’s favor under these conditions, but 








“CCH Dec. 16,148(M), 6 TCM 1249 (1947). 
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subject, it becomes apparent that doubt as- 


it was necessary to prove certain things to 
the court—decedent was unaware of his 
condition or decedent was improving after 
a dangerous attack or illness and he believed 
he was going to get well. 


Obviously poor physical condition concur- 
rent with old age will inevitably classify a 
gift as being made in contemplation of death 
and necessitate litigation if the classification 
is to be overcome. 


Gift and Will Related 


In reviewing the circumstances and at- 
tendant conditions in existence at the time 
the gift was made, evidence that there was 
a relationship between the gift and the donor’s 
plans for disposing of his estate upon his 
demise will generally cast considerable doubt 
on the claim of the taxpayer that the gift 
was not made in contemplation of death. 

Making the gift at the same time that the 
decedent’s will was prepared would indicate 
that the thought of death impelled the gift. 
However, that in itself would not be a de- 
ciding factor. 

In the case of Baker," the court details the 
facts as follows: 


“On December 30, 1935, when she was 75 
years of age, decedent transferred certain 
shares of common stock . to her only 
child, her daughter, and other shares in trust 
ior her only grandchildren. . 


“On the same date, decedent made her 
last will, in which, after providing for small 
annuities to two sisters and a niece and some 
small monetary bequests, the residue of her 
estate was left to ker daughter. 

“As of the date of these acts, decedent 
was worth in excess of $3,750,000.00. Her 
physical condition was good, and her health 
continued unimpaired until 1942. She trav- 
elled extensively, transacted much of her 
own personal business, and maintained an 
active interest in social welfare. 

“Among the purposes which motivated the 
1935 gifts of stock were decedent’s interest 
in saving income and gift taxes and her de- 
sire to provide for the education of her 
grandchildren.” 


In rendering its opinion, the court gives 
the following as the basis of its decision 
that the gifts were not made in contempla- 
tion of death: 


“The factors tending to indicate that mo- 
tives connected with life, rather than con- 
templation of death, were preponderant, are 
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in Our view more persuasive and are largely In handing down its opinion, the coy 
uncontradicted. The testimony was that dece- stated the following: 
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death presumption. However, in O’Neal,” the the motivating purpose for the creation of the os 


taxpayer overcame the presumption with regard trusts was other than contemplation of dea! 


to three of four simultaneous gifts in trust: “iti, sated ta Cen ies kind 
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property to them in contemplation of death templation of death . . . must be sustaine a 
and in lieu of disposition by his last will... | | We... can not infer that-decedent wa si 

“The decedent executed four trust agree- prompted by the same motives in creating aa 
ments on December 19, 1934. At that time the trust for the wife as he was in creating | th; 
he was 76 years old. the trusts for the children, ...” for 

“Decedent’s wife was named beneficiary ; 
of one of the trusts and each of decedent’s on 
three children was named the beneficiary of Gjft of Substantial Holdings the 
one of the other three trusts. os 





; The fact that a gift was made of a sil- 
“On December 19, 1934, the same day iii unite al bg a a Sie Idi : suc 
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decedent executed the four trust instruments, I F ee Se: 1 
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rl the enaiiaen at eine tin ta made in contemplation of death andi} ° 
Se od eg : substitute for dispositi y will. 
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“On April 13, 1929, Mrs. Norman executti} ap 
a... trust agreement... for her daughtes } he; 
and grandchildren. The... trust was revo § of 
ble, and petitioner included the principal of thi try 
trust in the gross estate for estate tax ply {o| 


“For many years prior to the creation of 
the four... trusts... decedent had con- 
tributed substantially to the support of his 
three children. 

“At the time of the creation of the trusts 


: »0ses. No controversy exists as to it. | 
on December 19, 1934, decedent was in good i fa . J : saan ° 
health and had no apprehension of imminent October 23, 1930, Mrs. Norman signed the 
death. Decedent was then 76 years old and "ew trust agreement... . The propery} poi 


transferred was practically all of Mrs. Nor} her 
man’s property except that which was includ } exe 
in the revocable trust before mentioned... the 
the agreement was irrevocable.” Th 


had had no serious illness for many years 
prior thereto. 

“Decedent’s declared purpose in setting 
up the trusts for his children was to provide 
an income comparable with and to replace 
his prior annual gifts for their support... . 


The court concluded, in the following word anc 
that the gifts were made in contemplati! for 





After the creation of the trusts, decedent dis- of death: ” . 
continued paying regular allowances to his chil- “The creation of the second trust to whi'— We 
dren and made relatively few gifts to them.” she conveyed practically all of her proper!) ) [au 
ee wt tha 
CCH Dec. 15,881(M), 6 TCM 713 (1947). "8 Northern Trust Company (Norman Estat — 
v. Commissioner, 40-2 ustc § 9820, 116 F. (2 = 

96 (CCA-7). e % 
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when she could have conveyed it under the 
frst trust, if she had not wished to avoid 
the revocable feature, is illuminative of her 
intent. Here she was making final disposi- 
tion of such of her property as she had not 
placed in trust. The significant difference 
between the two transactions was that the 
latter would have been tax free were it not 
made in contemplation of death, while the 
former was subject to a tax. 


“Tt ig unnecessary even to consider the 
effect of the two vear statute which casts 
the burden of negation of the gifts being in 
contemplation of death upon petitioners. 
Regardless of the location of the burden of 
proof, we are satisfied that the evidence sup- 
ports the findings.” 


Tax-Saving Motive 


When there 1s evidence, conclusive or pre- 
sumptive, that in making a gift the donor 
was strongly influenced by the amount of 
estate tax to be saved, it can be assumed 
that the gift will be included in the estate 
for tax purposes by the examining agent. 

It is then the problem of decedent’s repre- 
sentatives to prove that the primary motive, 
the motivating factor, was one which had no 
reference to the saving of estate tax and that 
such saving was only incidental. 

In Denniston v. 
summarized the 


Commissioner, the court 
facts briefly as follows: 
“Eleanor 11. Denniston, the decedent, was 
born on May 6, 1857 and died March 13; 
1934. On May 10, 1915 she executed a deed 
of trust assigning certain securities to two 
trustees. Under the deed she reserved the 
income to herself for life, and also reserved 
a power to appoint the principal by will after 
her death. Upon failure to exercise the power 
of appointment the deed provided that the 
trust assets were, after her death, to pass 
to her five children in equal shares. By sup- 
plemental indenture dated March 16, 1932 
the decedent relinquished her power of ap- 
pointment. On May 19, 1932 she transferred 
her real estate to one of her daughters who 
executed declarations of trust therefor for 
the benefit of the decedent’s five children. 
The Commissioner included the securities 
and real estate in the decedent’s gross estate 
for tax and assessed a deficiency. The Board 
t Tax Appeals found that the transfers 
were made in contemplation of death, sus- 
tained the deficiency assessment, and ruled 
that the trustees were liable as transferees.” 


‘ ‘Denniston v. Commissioner, 39-2 ustc {| 9737, 
16 F. (24) 925 (CCA-3). 


Gift Tax or Estate Tax on Transfers 


The taxpayers were appealing the decision 
of the Board of Tax Appeals wherein it was 
found that despite the good health and ad- 
mitted plan of gifts of the decedent, the 
primary purpose for the gift was the avoid- 
ance of estate taxes and, therefore, that the 
gifts or transfers were made in contempla- 
tion of death. 


The circuit court of appeals, in reviewing 
the case, quoted from U. S. v. Wells, 2 ustc 
7715, 283 U. S. 102 (1931), in defining the 
Statutory phrase “contemplation of death”: 


“While the interpretation of the phrase 
has not been uniform, there has been agree- 
ment upon certain fundamental considera- 
tions. It is not recognized that the reference 
is not to the general expectation of death 
which all entertain. It must be a particular 
concern, giving rise to a definite motive... . 
Death must be contemplated, that is, the 
motive which induces the transfer must be 
of the sort which leads to testamentary dis- 
position. As a condition of body or mind 
that naturally gives rise to the feeling that 
death is near, that the donor is about to 
reach the moment of inevitable surrender of 
ownership, is most likely to prompt such a 
disposition to those who are deemed to be 
the proper objects of his bounty, the evi- 
dence of the existence or non-existence of such 
a condition at the time of the gift is obvi- 
ously of great importance in determining 
whether it is made in contemplation of death. 


“There is no escape from the necessity of 
carefully scrutinizing the circumstances of 
each case to detect the dominant motive of 
the donor in the light of his bodily and 
mental condition, and thus give effect to the 
manifest purpose of the statute.” 


The court also quoted the following from 
Colorado National Bank of Denver v. Com- 
missioner, 38-2 ustc J 9551, 305 U. S. 23: 


“The mere purpose to make provision for 
children after a donor’s death is not enough 
conclusively to establish that action to that 
end was in contemplation of death. Broadly 
speaking, thoughtful men habitually act with 
regard to ultimate death, but something more 
than this is required in order to show that 
a conveyance comes within the ambit of 
the statute.” 


With the above references to indicate its 
line of reasoning, the circuit court went on 
to reverse the decision of the Board of Tax 
Appeals and conclude that the transfers were 
not made in contemplation of death: 
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“We think that because in carrying out a 
plan to provide for her children the donor 
uses a method which she thinks is best cal- 
culated to save death taxes the conveyance 
is not thereby conclusively stamped as in 
contemplation of death. The desire to avoid 
estate taxes may be just as clearly present 
in the mind of a young and vigorous donor 
who thinks of death as far distant as in that 
of one who is old and feeble and who looks 
momentarily for its coming. Standing alone 
it cannot be deemed conclusive of a mental 
state such as is contemplated by the statu- 
tory phrase ‘contemplation of death’. 

“We think that the petitioners adequately 
overcame the presumption in favor of the 
Commissioner’s ruling by the uncontra- 
dicted evidence that the policy of the de- 
was to divide her estate equally 
among her children as is shown by the trust 
deed executed by her nineteen years prior to 
her death; that at the time of the 1932 trans- 
fers she was a vigorous robust woman with 
better than health for one of her 
age; and that she was planning her activi- 
ties for the future without any fear of fail- 
ing health or impending death.” 


ceased 


average 


In the above éase, the court emphasized 
the interrelation of the fact 
that motive, existence 
among a set of facts, should not be segre- 
gated and used as a basis for a decision. 


and 
because of its 


motives 


one 


Therefore, the desire to reduce estate taxes 
should not result in a decision against the 
taxpayer, simply because there is evidence that 
it was considered when a gift was made. 
However, where the reduction of estate 
taxes was the only motive for the gift, the 
court held that the gift was made in con- 
templation of death. 
Johnson,” an action brought 
in the United States district court for refund 
of taxes claimed to have been erroneously 
assessed, the decedent, in 1936, had twelve 
insurance policies rewritten and gave owner- 
ship and control to his wife. 


In Slifka v. 


Decedent con- 
tinued to pay premiums until his death in 
1941. At the time of the transfer, decedent 
was forty-five years old and in excellent 
health. Executors admitted decedent made 
the transfers to avoid estate taxes but relied 
on his state of health and age to support 
their contention that the gift was not within 
the purview of the statute. 

In arriving at its opinion, the court stated: 

“Where a gift is dictated by more than 
one motive, which is a 


one of desire to 





Supp. 289 (DC N. Y.). 
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6 Slifka v. Johnson, 45-1 ustc { 10,205, 63 F. 
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dispose of the property after the dono 
death, the inclusion of the property with 
the donor’s testamentary estate depends y 
which motive preponderates. United Stqjp 
v. Wells, 283 U.S. 102. 

“Here, the taxpayer seeking to recoye 
the taxes alleged to have been erroneoys 
assessed has the burden of proving that the 
gift was not made in contemplation of death 
The evidence of decedent’s good health has 
contributed nothing to plaintiff’s case, } 
A transfer in contemplation of death is no: | 

} 


A Pk 


limited in scope to transfers in immediate 
expectancy of death. 

“Schustek’s dominant purpose in effecting 
the transfer appears to have been to escape 
estate taxes.... 


“Accordingly, I am constrained to find ) 
that the transfers of the policies were mate 
in contemplation of death.” \e 


Analysis of the above case indicates tha 
there was no motive advanced by the ta. | 





payer to support the contention that the je 
gift was not includible in the estate other I 
than the negative claim that taxpayers +O a8 
health was such that he could not have mai: ) Plus, 
the transfer in contemplation of death. corp 
Just as the motive to avoid or reduce eA - 
estate taxes is associated with testamentary ge 
disposition and tips the scale against the a st 
taxpayer, the desire to reduce income taxes thes 
is associated with continued living and plans ie 
for the future and tips the scale in favor ae 
of the taxpayer. na 
by ‘ 

Conclusion = 
While the provision in the Revenue At carry 
of 1950 will effectively reduce the numb } The 
of conflicts by excluding peremptorily @ porat 
gifts made more than three years befor are 1 
death from being considered as having bee! in its 
made in contemplation of death and, ther | to its 
fore, includible in the estate, it will mt Th 
eliminate litigation entirely. meat 
One possible solution might be to col} Tetai 
solidate the estate and gift tax by havi inste 
one tax on transfers whether made belo 5 such 
or after death. [For a discussion of thet f tion, 
tegration of estate and gift taxes, see tit} divid 
report of a special committee appointed i | Ii th 
the Secretary of the Treasury which ist divid 
cluded in Mr. Wolf’s article at page “af any 
herein. Ed.] This would necessitate an A tax, ' 
justment of the applicable tax rates but | appl 
would eliminate a large body of potential } ceive 
tax cases. [The End] © liabil 
———————_ tax, 
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A PRACTICAL APPROACH TO 


The Penalty Surtax Under Section 102 


By CHARLES S. LOWRIMORE 
CPA, Wilmington, North Carolina 


WHAT ARE THE REASONABLE FINANCIAL NEEDS 


OF A CORPORATION? 


IF THE QUESTION COMES 


UP, BURDEN OF PROOF IS ON THE TAXPAYER 


hws penalty surtax, Section 102 of the 
Internal Revenue Code, sometimes referred 
to asa tax on “improperly accumulated sur- 
plus,” is imposed on a corporation “if such 
corporation, however created or organized, 
is formed or availed of for the purpose of 
preventing the imposition of the surtax upon 
its shareholders or the shareholders of any 
other corporation, through the medium of 
permitting earnings or profits to accumulate 
instead of being divided or distributed.” 
(Section 102 (a).) 

The accumulation of earnings and profits 
by a corporation is not prohibited by the 
Internal Revenue Code as such 
accumulation is needed for the purpose of 
carrying on the business of the corporation. 
The prohibition takes effect when the cor- 
poration retains earnings and profits which 
are not reasonably needed in the business 
in its surplus instead of making distribution 
to its shareholders. (Section 102 (c).) 

The prohibited purpose falls within the 
meaning of the Code when a corporation 
retains its earnings and profits as surplus 
instead of distributing to the shareholders 
such earnings and profits if, by such reten- 
tion, the imposition of the surtax on the in- 
div.dual taxpayers (shareholders) is prevented. 
lt the shareholders who would receive the 
dividends from the corporation would not in 
any event be subject to the individual sur- 
tax, the provisions of Section 102 would not 
apply. If the shareholders who would re- 
celve the dividends would become subject to 
lability for payment of the individual sur- 
'ax, the corporation is presumed to be 

availed of” for the purpose of preventing 


1 
SO lone 


Section 102 


the imposition of the individual surtax, un- 
less the corporation by a preponderance of 
the evidence is able to show that the reten- 
tion of the earnings and profits was reason- 
ably necessary to the business. 


The discussion with reference to the so- 
called “improper accumulation of surplus” 
will be confined to the type of corporation 
that could be “availed of” for the prohibited 
purpose and in no way relates to the invest- 
ment or holding companies referred to- in 
Section 102 (b). We first determine that the 
individual shareholders receive income from 
sources other than dividends and that they 
would definitely be liable for payment of the 
individual surtax income from other 
sources and, in addition thereto, upon the 
dividends which might be received in dis- 
tribution from the subject corporation. 
Under the circumstances stated in the fore- 
going sentence, any retention of earnings or 
profits by the corporation would prevent the 
imposition of the individual surtax upon its 
shareholders. Since the retention of earn- 
ings under the circumstances as stated does 
prevent the imposition of the surtax upon 
the individual shareholders, for the taxpayer 
corporation to avoid the assessment of the 
penalty surtax as provided in Section 102, 
it is necessary that a showing be made in 
support of a reasonable need for the accumu- 
lation of the earnings and profits or surplus. 


on 


Reasonable Financial Needs 


To make an intelligent determination as 
to the reasonable financial needs of a busi- 
ness, consideration shoud be given to the 
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interim transactions of the current taxable 
year, the changes that take place in the 
accounts from month to month during the 
taxable year and the conditions as they exist 
subsequent to the closing date of the tax- 
able year. The examination of the corpora- 
tion’s income tax returns is made by revenue 
agents, for the specific year or years, by in- 
spection of the books and records, as well 
as of the balance sheets and income state- 
ments of the corporation. Both statements 
are of necessity summaries of the account- 
ing records and do not reflect the many 
detailed transactions as they occur during 
the taxable year at the close of any business 
day other than the closing date. Further 
consideration should be given to the ex- 
tended financial needs with respect to estab- 
lishing, for all purposes, a sound current 
financial position. This is a prime essential 
and is so considered by all prudent manage- 
ment. In addition thereto, it is recognized 
by the Bureau of Internal Revenue as a 
reasonable need of business in applying the 
provisions of Section 102 (c). The Commis- 
sioner’s Regulations provide as follows: “It 
is not intended, however, to prevent accumu- 
lations of surplus for the reasonable needs 
of the business if the purpose is not to pre- 
vent the imposition of the surtax. No 
attempt is here made to enumerate all of the 
ways in which earnings or profits of a cor- 
poration may be accumulated for the reason- 
able needs of the business. Undistributed 
income is properly accumulated if retained 
for working capital needed by the business; 
or if invested in additions to the plant rea- 
sonably required by the business. . . .” 


(Regulations 111, Section 29.102-3.) 
In addition to the needs with respect to 
providing adequate working capital and 


funds with which to expand plant and facil- 
ities, it is considered reasonable to accumu- 
late earnings and profits for a sinking fund 
which is to be used to pay off contractual 
obligations maturing in the future. (Regula- 
tions 111, Section 29.102-3.) The Commis- 
sioner’s Regulations (Section 29.102-3) state: 
“Among other things, the nature of the busi- 
ness, the financial condition at the close of 
the taxable year, and the use of the undis- 
tributed earnings or profits will be con- 
sidered in determining the reasonableness 
of the accumulations.” This means, in effect, 
that a business may be of a hazardous nature 
or it may be the type of business that re- 
quires more operating capital than others or 
it may be that the business is one of an 
industry group that has cycles of depression 
and prosperity which depend upon the 
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changing economic conditions. 
condition of the corporation at the end 
the taxable year as shown by its year-ey; 
balance sheets is extremely important, by 
as has been pointed out previously, the cq. 
dition at the end of a year should be give 
consideration only with respect to that da 
and should be considered along with th 
many changes that take place during a ty. 
able year. Due regard should be given 
the financial needs accruing as the busines 
is carried on day by day, taking into ¢op. 
pesca budgets or omimanes of cash te. 
quirements to maintain stability and progres 
The actual investment of the undistributed 
earnings or profits is not material if they ar 
not in fact needed in the business for legit 
mate business purposes. It does not matter 
whether the undistributed earnings or profits 
represent cash on hand, in the bank or in 
vested in obligations of the 
long as the corporation has a reasonabl 
need for the retained earnings or profits 
but, on the other hand, if the corporation 
does not have a reasonable need for the ean- 
ings or profits retained, the investment 
such surplus in obligations of the United 
States will be considered in the same mat 
ner as if such earnings or profits represented 
cash on hand. The use of undistributed 
earnings or profits is of the greatest im 
portance in determining the reasonableness 
of the accumulations. 


The undistributed earnings or profits 
under no circumstances should be used for 
making loans to officers of the corporation 
or be expended in any manner that would 
be construed as personally benefiting the i 
dividual shareholders of the corporation 
The funds representing undistributed eat 
ings or profits should not be used for inves 
ment in assets that have no_ reasonable 
connection with the corporate _ busines 
(Regulations 111, Section 29.102-2.) 


The undistributed earnings or profit 
should be used for the purpose of providing 
adequate working capital, paying off oblige 
tions, expanding the plant and facilities, ptt 
viding adequate reserves for possible losst 
not otherwise provided for by insurance at 
expanding further the distribution of ! 
saleable products. 


Burden of Proof 


If the Commissioner makes a determit 
tion that the corporation has been availed 
of for the purpose of preventing the jmpost J 
tion of the individual surtax on shareholders 


through the medium of permitting earnings 
or profits to accumulate beyond the reas" 
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able needs of the business, and the taxpayer 
contests the findings of the revenue agent, 
the burden of proving the determination 
wrong is upon the taxpayer. The taxpayer 
should proceed, as in all other income tax 
cases, by submitting a formal protest to 
the internal revenue agent in charge within the 
time allotted by the letters received from the 
Bureau of Internal Revenue or, if a ninety- 
day letter has been issued, by filing a peti- 
tion with the Tax Court of the United States 
within the statutory filing period. With re- 
spect to hearings before the Bureau of In- 
ternal Revenue and trial in the Tax Court, 
the taxpayer moves forward in the same 
manner and under the same rules and prin- 
ciples as in income tax cases generally. 


The major problem facing every corporate 
taxpayer who has received from the Com- 
missioner a notice of a proposed assessment 
of the penalty surtax is that of producing 
adequate evidence in support of the reason- 
able financial needs of the business. Budgets 
or estimates which show the projected cash 
requirements for the year or years involved 
in the contest, which have been made a mat- 
ter of record and which, as disclosed by 
the corporate minutes, have been discussed, 
are evidence of a material nature and should 
be carefully preserved. The balance sheets 
of the corporation which reflect the increases 
and decreases of the several component parts 
for a number of representative years and 
which are prepared to show the current 
financial position of the corporation and its 
net working capital are of great value as are 
income statements with a supporting anal- 
ysis of surplus for the same years. A clear, 
narrative statement of the working-capital 
needs, supported by financial statements of a 
comparative nature, should be made. State- 
ments should be prepared showing analysis 
of the cash, investments in liquid securities 
held temporarily and available for use in 
liquidating liabilities, customers’ receivables 
and their relation to sales with respect to 
year-end balances and interim monthly bal- 
ances, inventories and their relation to sales, 
purchases and production, and also with 
respect to needed increases at dates other 
than the year end. In the case of special 
\ypes of businesses, the question of holdings 
o! raw-material assets is important, for 
example, lumber producers and plywood 
manufacturers would require a consider- 
able investment in timberlands or timber 
nights. Working-capital balances should be 
‘ompared with those of other corporate tax- 
Payers within the same industry. This in- 
lormation may be obtained from published 


Section 102 


















































financial statements. Care should be exer- 
cised to adjust for any major differences in 
classification of accounts and presentation 
of material facts. If the corporation needs 
funds for investment in other companies 
which are direct suppliers or customers of 
the corporation and such investments are 
necessary to insure the procurement of raw 
materials or supplies and to insure the dis- 
tribution of the corporation’s products, it 
would be wise to submit as evidence such 
agreements as are available and, in addition 
thereto, a clear statement of the arrange- 
ments making it necessary for the corpora- 
tion to invest or supply funds to suppliers 
or customers. 


It is not possible to cover all of the many 
ways in which corporations may be required 
to hold or invest funds necessary to the 
proper and progressive operation of the busi- 
ness, but it is essential that the taxpayer 
corporation cause each and every asset item 
appearing on its balance sheet at year end 
and at interim dates to be examined to deter- 
mine if the retention 0: earnings is reason- 
able. It is stated in the Commissioner’s 
Regulations 111, Section 29.102-3: “An ac- 
eumulation of earnings or profits is unrea- 
sonable if it is not required for the purposes 
of the business, considering all the circum- 
stances in the case.” 


Financial Position 


A strong financial position of the corpora- 
tion in the industry is essential in order that 
it may maintain satisfactory connections 
with both suppliers and customers and in 
order that the corporation may meet strong 
and intensive competition in both procure- 
ment and sales. This proof may be found in 
bids for raw materials and supplies, where 
such bids have been rejected, and further in 
quotations made to prospective customers, 
where the corporation has actually lost busi- 
ness because of lower bids or for other rea- 
sons. (See Lion Clothing Company, CCH 
Dec. 15,833, 8 TC 1181 (1947); Wean En- 
gineering Company, CCH Dec. 13,394(M), 2 
TCM 510 (1943) ; California Motor Transpor- 
tation Company, Ltd., CCH Dec. 13,154(M), 
1 TCM 974 (1943); National Yarn Corpora- 
tion, CCH Dec. 17,772(M), 9 TCM 603 
(1950); General Smelting Company, CCH 
Dec. 14,222, 4 TC 313 (1945).) Producers 
of specially designed products or products 
that are continuously undergoing technical 
changes and improvements have need for 
retained capital to keep abreast of such 
changes and improvements. To determine 
the amount of earnings or profits to be re- 
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tained as working capital, it is first necessary 
to determine the amount of funds to meet 
commitments made, to meet costs of pro- 
duction and sales and to meet replacement 
costs of obsolete plant and equipment as 
well as expansion of plant and facilities if 
contemplated. It is also prudent to look 
into the hazards of a business and make 
reasonable estimates and to provide funds 
for any contingencies that may arise in the 
normal operations of a business. The bal- 
ance of funds that are available may be con- 
sidered as net working capital, and if this 
net amount does not reflect a satisfactory 
condition that would justify a sound credit 
position, provision should be made to retain 
earnings and profits for the purpose of 
establishing a sound, current financial position. 


Expansion of Plant 


Plans for expansion of plant and facilities, 
if bona fide, will be given consideration in 
determining the reasonable needs for reten- 
tion of earnings and profits. These plans 
include the procurement of land, the con- 
struction of buildings and the purchase of 
machinery and equipment reasonably needed 
in the business. It is very helpful if plans 
for expansion are a matter of record. This 
record may be found in the corporate min- 
utes or it may consist of correspondence 
with architects, engineers, contractors, mate- 
rials suppliers and machinery or equipment 
suppliers surveys, plans and 
specifications, estimates and bids, and prices. 
It is suggested that such plans for expansion 


requesting 


include complete lists of requirements and 
estimated costs, even if such lists are pre- 
pared by employees or officers of the tax- 
payer corporation. Corporations may be 
unable to proceed with plans for the expan- 
sion of plant and facilities due to conditions 
beyond their control. For example, during 
the war years, restrictions upon construction 
and the purchase of equipment made it 
almost impossible to go forward with ex- 
pansion plans. Since World War II ended, 
the short supply of labor and materials and 
excessively high prices have materially 
affected many plans for the expansion of 
industry. These conditions are relatively im- 
portant in defending the position of a cor- 
poration faced with a possible assessment of 
the penalty surtax if the corporation is able 
to show clearly that the suspension of pro- 
posed plans was due to causes beyond its 
control and that the plans are still current 
with no intention of abandonment. In the 
National Yarn Corporation case, the Tax 
Court said: “During the war years building 
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restrictions precluded the 


| dec possibility 4 and b 
erecting its own building but positive actig: for the 
was taken as soon as conditions permitted” | should 
Proof that plans for expansion have bey ¢ clearly 
carried out as far as is possible under exig. ticipat 
ing conditions is of prime importance. (S& be bro 
among others, J. L. Goodman Furniture Cyy. were s 
pany, CCH Dec. 16,614, 11 TC 530 (194 plans } 
Universal Steel Company, CCH Dec. 14716 F numbe 
5 TC 627 (1945).) the cor 

oes fatal t 
Depreciation and Obsolescence the pl 
An established corporation having prewar condit 
plant machinery and equipment is permitte! re 
to depreciate such assets on the basis of th =, 
actual cost, although the replacement co mated 
may be many times greater than the original — 
This condition is to be given consideration, 

and the difference between the replacemen Recor 
cost and the accumulated reserves for de. The 
preciation should be provided for out of re the Ar 
tained earnings and profits. Because the io! 
changing conditions and improved processes, J mendat 
many plants and their equipment become | April 
obsolete before normal depreciation can ab- } tempo 
sorb their cost, and under such circum. } thems: 
stances the corporation should make § from 
provision out of earnings and _ profits for — sidera' 
their replacement. The need of cash for sud would 
replacement costs (not available for work } for ad 
ing capital) should be considered in calcu § pan: 
lating the net working capital or free cash. J ness d 
the re 

Hazards and Contingencies = 
is mot 

Management, through experience, recog: § war |, 
nizes the need for providing reserves out 0! FF flect q 
earnings and profits for unforeseen casta- } amo 
ties which may arise from storms, fire, & fF yme). 
plosions, etc., and from employee or public J some 
accidents not fully covered by insurance. § for eg 
Another hazard to be considered in speci § are im 
types of business is the scarcity of ra ff that ¢ 
materials or labor conditions which ma § earpiy 


necessitate the relocating of a plant. towar 
acting 
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Distribution and Sales of Product 


The expansion of plant and plant facilites 
is primarily the result of an expanded salts 
and distribution program, embracing a mo" 
intensive selling effort in the territory serve 
or the opening of new territory and! 


the Cl 
sight) 
stock! 
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establishing of new sales outlets. The pl! lor 
may provide for sales through agents ‘ 

brokers or through branch offices, of itm! J Th 
provide for sales through controlled co above 
porations. Earnings and profits may be } * 
tained in the corporate surplus to provieé F(a) 
for the costs incurred in making the nece> F ‘ter 
sary contacts or for establishing warehous® J Me ¢ 
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and branch offices. In support of a plan 
for the expansion of sales, the corporation 
should be able to produce evidence showing 
clearly the purpose of the plan and the an- 
ticipated cost. The estimated costs should 
be broken down to show the amounts that 
The fact that the 
plans were not completed in any one year or 
number of years because of causes beyond 
the control of the corporation should not be 
fatal to the taxpayer if it can be shown that 
the plans are to be carried forward when 
conditions will permit and that the retained 
earnings and profits are still needed for the 
purpose and, in addition thereto, if the esti- 
mated costs are reasonable in the light of the 
returns expected from the capital outlay. 


were set aside eac h year. 


Recommendations 


The Committee on Federal Taxation of 
the American Institute of Accountants made 
the following pronouncement in its recom- 
mendations to the Eighty-first Congress in 
April of 1950: “Many corporations with a 
temporary highly abnormal liquidity find 
themselves under powerful silent pressure 
from Section 102 to pay dividends when con- 
siderations of normal business prudence 
would require conservation of these funds 
for additions to and replacement of facilities, 
expansion, protection against possible busi- 
ness decline, or other valid purposes. With 
the return of competitive business condi- 
tions, the need for greater working capital 
is more evident (with prices far above pre- 
war levels, inventories and receivables re- 
fect dollar amounts far larger than prewar 
amounts, the same physical vol- 
ume). The increasing tendency reflected in 
some court decisions to restrict justification 
for earnings to business requirements which 
are imminent and definite, as well as the fact 
that the burden of justification of retaining 
earnings is on the taxpayer, exerts pressure 
toward unsound dividend policy. Directors, 
acting in good faith and using their best 
judgment, may find their judgment held to 
be erroneous by 


even for 


the courts (who have the benefit of hind- 
sight) and thus be exposed to minority 
stockholders’ actions. This pressure and the 
wncertainty which it creates in the formula- 
lon of sound business policy is the most 


inortunate feature of the present situation.” 


the 


The committee, in 


dove, recommended that Section 102 should 
de pea as follows: 


connection with 


) At taxpayer’s option, dividends paid 
alter ia end of the taxable year but before 
the due date (original or extended filing 


Section 102 


the Commissioner or by 


date) of the tax return should be allowed as 
a credit in computing undistributed Section 
102 net income 


(b) In the event of imposition of surtax 
under Section 102, the corporation should be 
permitted to relieve itself of such tax, in 
whole or in part, by a deficiency dividend 
under conditions and procedure now pre- 
scribed in Section 506 for personal holding 
companies or, alternatively, by filing consent 
dividend papers as provided in Section 28, 
effective as of the original taxable year. 

(c) The excess of net long-term capital 
gains over net short-term capital losses 
should be excluded from Section 102° net 
income. 


In addition to the above, this writer recom- 
mends that Section 102 should be amended 
to provide that the burden of proof with 
respect to the unreasonableness of accumula- 
tion of earnings and profits of a corporation 
should be upon the Commissioner and that 
clear statements of fact should support a 
determination of a proposed assessment of 
the penalty surtax. 


Until such time as the burden of proof is 
shifted from the taxpayer to the Commis- 
sioner, it is recommended that the Commis- 
sioner announce an administrative policy to 
apply Section 102 only in clearly flagrant 
cases or where dividend history over a num- 
ber of points to or indicates 
retention of earnings or 
also recommended. that the 
Commissioner announce that the taxpayer 
will receive the benefit of any reasonable 
doubt with respect to such retention of earn- 
ings or profits. Such an announcement by 
the Commissioner might help considerably 
to eliminate some of the existing confusion and 
uncertainty with respect to the penalty surtax. 


years clearly 
a tax-motivated 
profits. It is 


Conclusion 


Under the present law and rules, the bur- 
den of proof is on the taxpayer. Therefore, 
it is necessary that the Commissioner or the 
Tax Court be convinced by a clear pre- 
ponderance of the evidence that the corpora- 
tion was not availed of for the prohibited 
purpose and, further, that the accumulation 
of earnings and profits within the taxable 
year was not beyond the reasonable needs 
of the business. It is suggested that proof 
be assembled and submitted with respect to 
the following: 


(1) The amount of earnings and profits, 
after deducting income taxes and dividends 
paid during the taxable year, reduced by 
(a) funds needed for plant and sales ex- 
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In North Carolina, the General Statutes, 
Section 55-115, provide that where ac- 
cumulated profits of a corporation have 
been ascertained in conformity with the 
statute, the directors have a legal duty to 
declare a dividend. However, this duty 
does not extend to paying out dividends 
in amounts that would impair working cap- 
ital. In Cannon .v. Wiscassett Mills Com- 
pany, 195N.C. 119, 141 S.E. 344 (S. Ct. 
N. C., 1928), the court said: 


as 


(2) that neither the capital stock 
of a corporation, paid in and outstanding, 
nor its working capital, as fixed pursuant 
to the provisions of GS Sec. 55-115, may 
be impaired by the payment of dividends 
under any circumstances.” 


See also Steele v. Locke Cotton Mills 
Company, et al., 231 N. C. 636, 58 S. E. 
(2d) 620 (S. Ct. N. C., 1950). 


pansion; (b) funds needed to finance in- 
creases in customers’ accounts, inventories, 
purchase of raw materials and operating 
costs; (c) funds to liquidate actual com- 
mitments that are not recorded on the books 
as liabilities; and (d) funds needed to pro- 
vide an adequate working capital in estab- 


lishing a sound financial position; 


(2) Reserves for contingencies estimated 
on a reasonable basis; 


(3) Any other deductions that may be ap- 
plicable; and 


(4) Determinations of the amount of ex- 
cess Section 102 net income. 


Adjustments should be made for differ- 
ences in depreciation and obsolescence re- 
serves to provide for the additional 
replacement costs not shown in the actual 
or historical costs, and proper reserves 
should be computed for differences in re- 
placement costs (insurable values) and 
actual insurance coverage. 

Financial statements of the corporation 
showing comparisons with other years, 
financial statements of other corporations 
within the industry showing comparisons, 
statistical data of sales, costs and their rela- 
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tions to receivables, inventories and otf, 
pertinent data should be collected. A py. 
rative statement of the history of the Cor 
poration and its historical relation to y, 
industry, with explanations of unusys 
events, periods of depression and Prosperity 
unusual hazards and all other pertinent fac 
should also be prepared. 





Th 


The need for accumulating a surplus { 
the continuous operation and growth of; 
corporate enterprise has long been recog. 
nized as a basic principle of conservatiy 
management and one to be commended, |: 
is certainly desirable to have surplus fun 
to take care of normal growth and tnfor. 
seen contingencies and/or emergencies rather 
than to resort to borrowing of funds, 


By M 


Another essential consideration is the type 
of business conducted and its own specife 


TV 
needs with respect to working capital an NY 
economic changes. This may differ to, = 
great extent from the average. In Stephen poss 
Gilman’s book, Analyzing Financial Sia — 
ments, pages 448-449, is included a summay . “a 
of a study of 170 companies in various <i 
industrial activities showing ratios of current a 
assets to current liabilities ranging from ‘on 
fifty-eight per cent to 6,600 per cent. nique 
Normal working-capital requirements, unde Hoy 
present economic conditions, should showaf py the 
ratio of not less than four to one of currett the T. 
assets to current liabilities as an overal f period 
average, and, in specific cases depending 0 1949, 
the type of business and its position in the Four’ 
industry, this requirement might be mat f 4; d 
times greater. were 
It can be confidently said that no exat J extent 
‘method has ever been devised for det-F The 
mining or precisely measuring the reastt F of-oro 
able needs of a business with respect! } j, oy 
working capital and the accumulation of pi. 
earnings or profits, and, as a consequent t 
no formula is available for determing aC 
exactly the amount of unreasonable accum 4 PV's 
lations of surplus. Each corporation mis gener 
prepare its own individual defenses from tit -" 
facts, data and statistics available with - th 
spect to its own operation, with respect 0 § “ton 
the industry of which it is a member a! that 
with respect to comparable companies. Aitt has th 
all of the facts have been assembled at § den o 

digested, comparison of the evidence shoul! 
be made with the reported court decisiat Boar 
both pro and con, for the purpose of weigl : 
ing the probate value of the evidence tole «Wh 
presented and for the further purpose Cab 
determining whether or not the chances" F iy), 
successfully contesting the proposed ass Fi #22, 

ment are good or bad. [ The End) 
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NY TAXPAYER goes into a contro- 

versy with the Bureau of Internal Reve- 
nue with one strike on him. That strike 
consists of the rule that a determination 
of the Commissioner of Internal Revenue 
is presumed to be correct. It is therefore 
important for a taxpayer’s representative to 
be acquainted with the nature and extent of 
this presumption and the necessity and tech- 
nique of overcoming it. 
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How necessary this may be is indicated 
by the fact that of all the cases decided by 
the Tax Court of the United States in the 
period from January 1, 1949, to June 30, 
1949, as reported in Volume 12 of the 
court’s official reports, thirty-nine of the 
103 decisions in the government’s favor 
were based entirely or to a considerable 




























t no exat J extent on this presumption. 

for dete The presumption is known as the burden- 
he reas § of-proof rule, because the burden of proof 
respect : ison the taxpayer to show that the Com- 
nulation | nissioner’s determination is not correct. 
mnsequenct Thougt ae ; , 
leterminilg ough there are some few statutory 
se accum: § Povisions relating to burden of proof, the 
ation must f Stetal rule stems from the common-law 
es from the tule that he who seeks affirmative relief 
le with 1 has the burden of convincing the court that 
. respect tt ation should be taken in his favor? and 
rember atl that in equity, as in law, the party who 
anies. Alt f has the affirmative of an issue has the bur- 
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Board Rule 32 


When the Board of Tax Appeals was 
‘tablished by the Revenue Act of 1924, it 


‘Corpus Juris, Section 20. 
2 Corpus Juris, Section 17. 
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THIS DOCTRINE, SAYS THE AUTHOR, IS 
FOR THE INTUITION OF JUDGES AND ADMINISTRATORS 
WHEN IT IS NOT A TRAP FOR THE UNWARY TAXPAYER" 


The Burden of Proof 


in Tax Cases 


By MARK MARCOSSON, New York CPA 


“A MASK 


was not conceived as a court but rather as 
a quasi-judicial agency, and statutory pro- 
visions for its establishment left it rather 
a free hand in procedural matters. The 
Board in its Rule 32 (formerly Rule 30) 
has, since 1926, provided that: 


“The burden of proof shall be upon the 
petitioner, except as otherwise provided by 
statute, and except that in respect of any 
new matter pleaded in his answer, it shall 
be upon the respondent.” 


It is possible that the rule was deemed 
necessary because in a Tax Court proceed- 
ing there is not, as in a suit for refund, an 
actual assessment by the Commissioner 


which the taxpaver claims is erroneous and 


an actual withholding by the government 
of money which the taxpayer claims right- 
fully belongs to him. In Tax Court pro- 
ceedings it is the Commissioner who is 
claiming an amount as being wrongfully 
withheld from the government by the tax- 
payer, and in the absence of Rule 32, it 
might well be, as a matter of law, that the 
burden of proof would be on the Commissioner. 


The distinction between this rule of the 
Tax Court and the general rule was pointed 
out by the Supreme Court in the Taylor 
case.* In this case, which involved an action 
to recover taxes paid, the Supreme Court said: 


“Obviously the burden was on the plain- 
tiff, in order to establish a basis for judg- 
ment in his favor, specifically to show not 
merely that the assessment was erroneous 
but also the amount to which he was en- 
titled. For like reason, the burden is upon 
the taxpayer to establish the amount of a 
deduction claimed.” 


3 Helvering v. Taylor, 1934 CCH Standard 


Federal Tax Reports { 9283, 70 F. (2d) 619 
(CCA-2), aff’d 35-1 ustc 9044, 293 U. S. 507. 


221 






























































In the Tax Court, however, according to 
the Taylor case, the burden of proof on the 
taxpayer is only to show that the Commis- 
sioner’s determination is erroneous, and not by 
how much, except, presumably, in the case of a 
claimed deduction. The Supreme Court said: 

“He also cites Rule 30 adopted by the 

Board. 3ut there is nothing in it to 
suggest an intention to require the taxpayer 
to prove not only that a deficiency assess- 
ment laid upon him was arbitrary and wrong 
but also to show the correct amount, 
The fact that the Commissioner’s deter- 
mination of a deficiency was arbitrarily 
made may reasonably be deemed sufficient 
to require the Board to set it aside.” 

This rule is emphasized in the case of 
Forbes v. Hassett’ In this case, the court 
stated that in appeals to the Board of Tax 
Appeals, the burden of proof on the tax- 
payer was sustained by a showing that the 
Commissioner’s determination was arbitrary 
and erroneous, but that in an action to re- 
cover taxes, the burden was heavier and 
not only must error be shown but the cor- 
rect amount of the liability also. 

It is rather difficult to understand why 
Rule 32 is deemed by the Supreme Court 
to fix one burden-of-proof rule for income 
items and another for items of deduction, 
but there seems to be no doubt that the 
Taylor case so holds. 

The weight of authority in general seems 
to be that the effect of the burden-of-proof 
rule to make the determination of the 
Commissioner prima facie correct.’ It is not 
evidence but only a presumption. The party 
against whom it is invoked must fail if he 
does not produce evidence against it—unless 
he does, he loses; when he does, the pre- 
sumption is out of the case and the issue 
is open.® 

This rule has been minimized in many 
cases, however, and competent and relevant 
evidence offered by a taxpaver has been dis- 
regarded where a court felt that it simply 
was not strong enough. In such cases, the 
courts have fallen back, probably incor- 
rectly, on the presmption in favor of the 


is 





* 42-1 ustc f 10,127, 124 F. (2d) 925 (CCA-1). 

5 Avery Vv. Commissioner, 1 ustc J 254, 22 F. 
(2d) 6 (CCA-5, 1927); Wiget v. Becker, 36-2 ustc 
{ 9433, 84 F. (2d) 706 (CCA-8). 

6’ Wiget v. Becker, footnote 5: Redfield v. 
Eaton, 2 ustc { 820, 53 F. (2d) 693 (DC Conn., 
1931); Russell v. Commissioner, 2 ustc § 617, 45 
F. (2d) 100 (CCA-1, 1930); Fairmount Cemetery 
Association v. Helvering, 35-2 ustc § 9482, 79 F. 
(2d) 163 (CA of D. C.); Becker v. St. Louis 
Union Trust Company, 36-1 ustc J 9006, 296 U. S. 
48 (1935); U. 8. v. Rindskopf, 105 U. S. 418 
(1882); Fidelity & Columbia Trust Company v. 
Lucas, 1925 CCH Standard Federal Tax Reports 
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correctness of the Commissioner’s de, 
mination to sustain what was probably» 
intuitive feeling that the taxpayer sho 
not prevail. In the Guitar Trust case! ity; 
even held that the presumption in fayo,, 
the correctness of the determination of 
Commissioner could not be Overcome }:| 
(that is, the taxpayer had not sustained} 
burden of proof by presenting as evideny 
book entries, the testimony of the taxpay 
mathematical calculations or the fact ty: 
the assessment was proposed against ; 
wrong entity. The book entries were ch: 
acterized “mere” bcok entries, ¢; 
testimony of the taxpayer was labeled “ung. 
ported” and the mathematical calculatiog 
said to involve “uncertain facts.” 






as 


In one case, the testimony of a corporz 
employee was held not to have sustain 
the burden of proof, because the preside 
of the taxpayer corporation had not be 
called as a witness. Because of this, | 
court assumed that his testimony wot 
have been favorable to the Commission: 


and as the president should have had tk 
best knowledge of the principal issue, th 
testimony of the other employee was rt 


jected.* 


Scope of Burden-of-Proof Rule 


Yhere 
proposition that the burden of proof 


is 


respectable authority for tk 







ww 
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the taxpayer relates only to the facts state 


in the notice of deficiency. 


In the Lew: 
Clothes Shops, Inc. case,® the Circuit Court: 


Appeals for the Sixth Circuit, in considenu 


the deductibility of a salary item, stat 


that the burden of proof was measured } 
A similar implicati 
was made in Cochran v. Commissioner” } 


the deficiency letter. 


a holding that the deficiency letter was 


part of the record. In the Seaside Imprat) 
ment Company case,” the court had go 
even farther by holding that the presutl 
tion of the correctness of the determinatit 
had been destroyed where the Commissi0 


~— 





‘ 1,, 
abandoned the ground stated in the ct 
ciency letter and sought an increased 4¢| 


ciency based upon a different content 


—— 





(7118, 7 F. a) 146 (WE Ky.); 
Schools, Inc. v. Commissioner, 43-2 ustc 
137 F. (2d) 961 (CCA-9). 

7CCH Dec. 9453, 34 BTA 857 (1936), 4° 
| 1335, 72 F. (2d) 544 (CCA-5, 1934). 


8’ Holsey Auto Sales, Inc., CCH Dec. 16,446() 


7 TCM 351 (1948). 
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® Lenox Clothes Shops, Inc. v. Commissioie 


43-2 ustc { 9665, 139 F. (2d) 56 (CCA-6). 


10 47-2 ustc { 9320, 163 F. (2d) 153 (CCA) 


1 Seaside Improvement Company ¢ét al. 


Commissioner, 39-2 ustc J 9620, 105 F. (2d) = 


(CCA-2). 
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The court seemed to rest its conclusion on 
the change in contention and not on the 
request for an increased deficiency. — To 
the same effect are the Fowler case, the 
Tex-Penn Oil Company case™ and the Clinton 
Cotton Mills case.™ 


The Tax Court has, however, held to 
the opposite effect in several cases. For 
example, in the Gossett case,” the Tax Court 
stated that an improper reason for the defi- 
ciency, as stated in the statutory notice, 
does not destroy the presumption that the 
determination is correct. In this case, as in 
other cases to the same effect,” the reason- 
ing of the court seems to be that since it 
has a statutory duty to determine the correct 
amount of a deficiency for any year properly 
before it, it cannot restrict itself to an un- 
duly narrow view of the issues. This may 
be ‘entirely true and yet quite irrelevant 
to the question of what burden of proof 
should be placed upon the taxpayer. 


It is rather difficult to reconcile these two 
lines of cases. There should be no argu- 
ment with the proposition authoritatively 
stated in the eleventh edition of the stand- 
ard textbook, Procedure and Practice Before 
the Tax Court of the United States, wherein 
it is stated: 


“The burden of proof which is on the 


taxpayer does not require him to negative 
all possible defenses which the 
sioner may raise.” ” 


Commis- 


The same rule was followed in the Fippin 
18 7 
case. 


This would only be an adaptation to Tax 
Court practice of the general rule that the 
burden of proof as to a matter of affirmative 
(defense is the party advancing such 
matter. A typical instance of such a matter 
in non-Tax Court practice would be the 
question presented in U. S. v. First Wisconsin 
Trust Company® wherein it was held that 
the taxpayer does not have the burden of 
proving that no other tax is owing before he 
can recover an overpayment. The existence 


on 


of an offset would, of course, preclude the 
recovery, but this would be a matter for 
the government to aver and prove, assum- 
ing that the taxpayer had made a prima- 
facie case as to the claimed overpayment. 
Similarly, in the Tax Court, the rule should 
be that once the taxpayer has sustained 
his burden of proof as to the facts or matters 
stated in the deficiency letter, the burden 
of proof should be on the Commissioner 
as to any other contentions advanced, 
whether or not they result in an increased 
deficiency. In effect, this is to say that a 
taxpayer is entitled to a carefully drawn 
deficiency letter stating proper grounds for 
the proposed assessment of an additional 
tax against him. There is no statutory re- 
quirement that the Commissioner state any 
ground for making an assessment, but it 
has been an almost universal practice of 
many years’ standing for him to do so. 


In one case, the contention was made 
on appeal that the case had been tried on 
a different theory than the one stated in 
the deficiency notice, but the Circuit Court 
of Appeals for the Fourth Circuit affirmed 
the Tax Court, because counsel for the 
petitioner had been apprised of the new 
theory at a conference with attorneys for 
the Bureau of Internal Revenue two months 
before the trial and also because the new 
theory had been discussed at the hearing 
and the Tax Court had announced that it 
would consider both theories.” There is 
a clear implication here that if it were 
not for the fact- that the record clearly 
showed that the taxpayer had been thor- 
oughly acquainted in advance with the new 
contention, the court might have decided 
differently. In another case,” the court 
implied that when a case was decided on 
a theory raised for the first time in the 
government’s brief, a claim that new evi- 
dence was required to meet the contention 
might very well be entertained. In this 
case, no such claim was made, and the 
circuit court, therefore, declined to interfere. 





is CCH Dec. 2173, 6 BTA 250 (1927). 

"Tex-Penn Oil Company v. Commissioner, 
36-1 usTc { 9247, 83 F. (2d) 518 (CCA-3). 
,. Clinton Cotton Mills, Inc. v. Commissioner, 
33-2 ustc f 9449, 78 F. (2d) 292 (CCA-4). 

“CCH Dee. 6893, 22 BTA 1279 (1931), aff'd 
3 uste 1 962, 59 F. (2d) 365 (CCA-4, 1932). 
Be Alexander Sprunt & Son, Inc., CCH Dec. 
7250, 24 BTA 599 (1931), acq. XI-1 CB 6, aff’d, 
in part, 1933 CCH Standard Federal Tax Re- 
a 1 9263, 64 F. (2d) 424 (CCA-4); Altschul 
<05acco Company v. Commissioner, 5 vustc 
— 42 F. (2d) 609 (CCA-5, 1930); Woodside 
Don on Mills Company, CCH Dec. 4313, 13 BTA 

6 (1928); Brown, CCH Dec. 5762, 18 BTA 859 


Burden of Proof 


(1930), nonacq. X-1 CB 9, rev’d, rem’d, aff’d 
2 ustc { 844, 54 F. (2d) 563 (CCA-1, 1931); 
Standard Oil Company, CCH Dec. 11,713, 43 
BTA 973 (1941), acq. 1941-1 CB 10, aff’d 42-2 
ustc { 9528, 129 F. (2d) 363 (CCA-7), cert. den. 
317 U. S. 688. 

17 Chicago, Commerce Clearing House, Inc., 
1950, p. 125, 1 303. 

1% CCH Dec. 648, 2 BTA 350 (1925), acq. IV-2 
ce. 2. 

19 37-2 ustc { 9548, 92 F. (2d) 840 (CCA-7). 

2 Hay v. Commissioner, 44-2 ustc § 9522, 145 
F. (2d) 1001 (CCA-4). 

"1 Anderson v. Commissioner, 46-2 ustc ] 9324, 
156 F. (2d) 591 (CCA-2). 
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General Conclusion 
Drawn from Decided Cases 


Although on the whole the cases conflict, 
their general tenor indicates that where the 
Commissioner has shifted his position the 
courts will take that fact into consideration, 
declining to give the Commissioner the 
benefit of the presumption of the correct- 
ness of his findings, where they feel that 
the taxpayer’s case was actually prejudiced 
by the shift, and using it, perhaps incor- 
rectly, where they feel that the taxpayer’s 
case is weak in any event. The same result 
could and probably should be reached sim- 
ply by holding that on the evidence in such 
cases, the Commissioner was entitled to 
prevail regardless of any presumption. 


A clear implication that this is the genuine 
rule is contained in the Blum case™ in which 
the taxpayer’s testimony, unsupported by 
other evidence, that he had expended cer- 
tain amounts for traveling expenses and 
counsel fees was held to have established a 
prima-facie case where the Commissioner’s 
objection that the testimony was unsub- 
stantiated was not supported by cross-ex- 
amination or rebuttal evidence. 


Tax counsel must, therefore, always bear 
in mind the fact that a trial judge’s attitude 
toward the burden-of-proof rule in any 
particular case will greatly affect the weight 
which he will give to evidence. As Justice 
Jerome Frank pointed out.” 


“What the trial court thinks happened 
may . . . be hopelessly incorrect. But 
that does not matter, legally speaking. For 
court purposes, what the court thinks about 
the facts is all that matters. . . . Only a 
clairvoyant can foretell what evidence will 
be introduced and will be believed, and 
can foresee what will be the reaction of the 
trial judge to such testimony as he believes. 

When the testimony is in conflict as to 
a pivotal fact-issue, the trial judge is at 
liberty to believe one witness rather than 
another. In other words, in most cases, 
the trial judges have an amazingly wide 
‘discretion’ in finding the facts, a discretion 
with which upper courts, on appeals, sel- 
dom interfere, so that in most instances, 
this ‘fact discretion’ is almost boundless. 
And this is true regardless of the precision 
of the applicable legal rule. = 


Anything which counsel can accomplish 
to weaken the force of the presumption in 








22 CCH Dec. 16,514, 11 TC 101 (1948). 

23 Jerome Frank, Courts on Trial (Princeton, 
1949). 

24 Wholesale Coal Company, CCH Dec. 5163, 16 
BTA 550 (1929). 


the taxpayer. 


Clash Between Legal Presumption; 


An interesting situation arises when th: 
presumption in favor of the correctness (i 
the Commissioner’s determination runs hej 


on into other legal presumptions, 


In some cases, the Commissioner’s pr. 
sumption may thus be overcome. 
ample, the findings 
previous case are presumed to be corre: 
and the burden of proof in overcoming this | 
presumption is on the opposite party, whic 
may be the Commissioner.’ 
findings must be introduced in evidence i:| 
order thus to shift the burden. 
presumption exists where the prior decisiw 
itself was based on a failure of proof.* 1! 
presumption that a corporation has compli 
with the law with respect to the consider 
tion received for issuing its stock was he 
sufficient to overcome the Sree: sors 
favor of the correctness of 
sioner’s determination.” 


On the other hand, 
that the presumption that a letter placed 
the mails will reach its destination in du 
course cannot overcome the _presumpti! 
that the Commissioner’s findings are co 
rect. The Board stated: 


“The presumption is that the Comms 
sioner’s determination 
determination cannot » overcome ey a 
other presumption 
based upon still another aan’ 
the Collector receiv ed - return three & a 
before his record 


This case is, of course, 


in due course. 


A presumption 
property jointly and who dix in a — 
disaster died simultaneously, 
property descends as though 1 


favor of the correctness of the Commi 
sioner’s determination is, therefore, sure ; 
assist in adding to the weight of the tej. 
mony and evidence presented in behalf 


— 


of the Tax Court in; 


it has_ been held” 


is correct and li 


somewhat wei 
ened in its holding as to the a 
by the fact that there was evidence of! 
date of receipt which, of itself, would pr 
ably be sufficient to evercome the prestll 
tion that the letter had reached its destinat 





% Qusack, CCH Dec. 5542, 17 BTA 1105 5 } 

2° Washington Post Company, CCH Dec. 3 
10 BTA 1077 (1928), nonacq. VII-2 CB 52. 

= Fremont Canning Company, CCH De. 
17 BTA 484 (1929). 
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held by tenants in common, is not suffi- 
cient to overcome the presumption in favor 
of the Commissioner’s findings.” 


There are a number of exceptions to the 
rule that the Commissioner’s determination 
is presumed to be correct. Most of these 
arise in situations where the rule that the 
burden of proof is on the affirmer puts 
the onus on the Commissioner. 


For example, the burden of proof is on 
the Commissioner as to the legality of a 
waiver of the statute of limitations,” and 
it has been held that doubts as to the validity 
of such waivers should be determined against 
the government.” This is but one aspect 
of the general rule that the burden of prov- 
ing any exception to the running of the 
statute of limitations is a matter of avoid- 
ance and must be borne by the party ad- 
yancing the contention.” Another instance 
of this general rule operating against the 
Commissioner arises when estoppel is plead- 
ed’ This is an affirmative plea and the 
burden is on the party asserting it.*? Since 
most effective estoppel pleas are made by 
and not against the Commissioner, the rule 
may operate to overcome the presumption 
in favor of the correctness of his findings. 


The burden of proof is on the government 
in a suit to recover an erroneous refund.™ 


In transferee cases, the Commissioner 
has the burden of proving that the trans- 
feree is liable as a transferee, In order to 
meet this burden, the Commissioner must 
prove that the transferor was insolvent or 
made so by the transfer, and he must prove 
the value of the transferred assets, but he 
need not prove that the original taxpayer 
was liable for the tax, since the original 
presumption in favor of the correctness of 
his findings would still apply. 


Where fraud ‘is asserted, the burden of 
Proot 1s on the Commissioner by express 
Provision of the Code (Section 1112). This 


* City Bank Farmers Trust Company, 41 BTA 


1 (1940). 

_* Carnation Milk Products Company, CCH 
Dee. 4892, 15 BTA 556 (1929); Kemp, CCH Dec. 
6238, 20 BTA 875 (1930), acq. X-1 CB 34; City 
National Bank of Wichita Falls v. Commis- 
stoner, 1932 CCH Standard Federal Tax Reports 

9100, dD F. (2d) 1073 (CCA-5), cert. den. 286 
U. S. 561: Warner Company, CCH Dec. 6030, 
19 BTA 872 (1930), acq. IX-2 CB 63. 

“Gay, CCH Dec. 8780, 31 BTA 580 (1934), 
aeq. XIV-1 CB 8. 

* Tameling v. Commissioner, 1930 CCH Stand- 
pod Federal Tax Reports { 9493, 43 F. (2d) 814 
oan. Ekdahl, CCH Dec. 5843, 18 BTA 1230 
hi ), acq. IX-2 CB 18: Harris, CCH Dec. 5151, 
mags 469 (1929): Lorie, CCH Dec. 6524, 21 
a €12 (1930), acq. X-2 CB 43; Kountze, CCH 

ee. 5512, 17 BTA 928 (1929), aecq. IX-1 CB 30. 


Burden of Proof 


burden is only as to the issue of fraud, and 
the presumption of correctness still applies 
to the asserted tax on which the penalty 
is based.* 


The burden of proof is on the taxpayer 
as to other types of penalty, as, for example, 
the negligence penalty,® the delinquency 
penalty * and even the penalty for failure 
to pay an installment of estimated income tax.” 


In the case of other statutory provisions 
regarding the burden of proof, the statute 
is practically expressive of what the law 
would be in its absence. For example, gifts 
made within two years of death were pre- 
sumed to have been made in contemplation 
of death under Code Section 811 prior to the 
amendments made by the Revenue Act of 
1950. Yet as to any gifts subject to those 
provisions, regardless of their relative dates, 
a determination by the Commissioner that 
they had been made in contemplation of 
death operated to put the burden on the 
tax-paying estate. This is no longer true 
under the Code as amended by the Revenue 
Act of 1950. The Code now provides that 
gifts made more than three years prior to 
death will not be deemed to have been made 
in contemplation of death in the case of 
decedents dying after the date of enactment 
of the Revenue Act of 1950. As to gifts 
made within three years of the date of death, 
in such cases the burden-of-proof rule is 
the same as for the prior two-year gifts— 
it is on the taxpayer. 


Similarly, the Code (Section 102) provides 
a presumption that a corporation’s purpose 
is to avoid surtax on shareholders where 
the corporation is a mere holding company 
or permits its earnings to accumulate be- 
yond the reasonable needs of the business. 
Yet even without these statutory provisions, 
a determination of the Commissioner that 


(Continued on page 240) 








32 Pamberg Cotton Mills, CCH Dee. 3032, 8 


BTA 1236 (1927): Pancoast Hotel Corporation, 
CCH Dec. 13,317, 2 TC 362 (1943), aca. 1943 CB 
18; Geyer, Cornell, Newell, Inc., CCH Dec. 
14,943, 6 TC 96 (1946), aca. 1946-1 CB 2; Gay- 
lord, CCH Dec. 13,743, 3 TC 281 (1944), aca. 
1944 CB 10, aff’d 46-1 ustc § 9153, 153 F. (2d) 
408 (CCA-9); Ross v. Commissioner, 48-2 ustc 
f 9341, 169 F. (2d) 483 (CCA-1). 

33U, §. v. Brown, 38-1 ustc § 9131, 95 F. (2d) 
487 (CCA-3); U. S. v. Wood, 25-2 ustc 7 9523, 79 
F. (2d) 286 (CCA-3), cert. den. 296 U. S. 643. 

34 Schepp Company, CCH Dec. 7419, 25 BTA 
419 (1932), acq. XI-1 CB 6. 

% Gibbs & Hudson, Inc., CCH Dec. 9538, 35 
BTA 205 (1936), aeq. 1937-1 CB 10. 

36 Block Company, Inc., CCH Dec. 16,854, 12 
TC 366 (1949). 

31 Felix, CCH Dec. 17,000, 12 TC 933 (1949). 
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California’s Marital Exemption 
and Its Effect on the Inherita 





THE AUTHOR, A LOS ANGELES ATTORNEY, EXAMINES 
THE PROVISIONS OF THE CALIFORNIA LAW AND 


COMPARES 


4% HE federal estate tax law was amended 
in 1948 to allow the deduction from the 
taxable estate of an amount equal to the 
value of the property left by a decedent to 
his surviving spouse. The right to this de- 
duction was qualified by many conditions 
as to the nature of the interest passing to 
the spouse, and the maximum deduction was 
limited to one half the decedent’s separate 
property (or pre-1927 California community 
property). The announced policy behind 
the incorporation of into 
tax law was the recognition of the 
spouses as an unit. Like the 
community-property system, the marital de- 
duction gave tax credence to the theory that 
one half of the family’s property “belongs 
to” and is contributed by the efforts of each 
spouse. Thus, only “his” half of the prop- 
erty should, realistically, be taxed in the 
husband’s estate; the other half will be 
taxed at the wife’s death. With the aid 
of the lengthy statute and regulations put 
forth to enunciate this new provision and 
numerous explanatory the 
deduction is now accepted as almost com- 
prehensible to those who must deal with it. 


such a concept 
the estate 


economic 


commentaries, 


As soon as the federal law could be ex- 
amined and its tax-saving possibilities real- 
ized, there arose a movement in some of the 
states for the adoption of a similar measure 


IT WITH THE FEDERAL ESTATE TAX... 


in their death-tax patterns. On April I! 
1950, New York obliged with an enactmer 
almost identical with the federal deduction’ 
Governor Warren signed a bill on April? 
1950, which immediately provided a marit: 
exemption under the California inheritane 
tax law. Before examining the provisions 
of the California law and the distinction 
between it and the marital deduction under 
the federal estate tax, it may be interesting 
to consider the motives behind the cutie 
legislative activity. 


Reasons for State Marital Deduction 
or Exemption 


The primary justification for lenient ta 
treatment of property transfers betwee 
spouses is the premise that the family co: 
stitutes an economic entity.* The state 
should be no more unrealistic in this rega 
than the federal government, which lhe 
given partial effect to this principle throw 
the marital deduction and the “split-incon 
provisions of the current income tax.’ 

States may also be induced to follow! 
federal tax program by the practical pr 
lems of tax administration. Indeed, insole 
as possible, California and New York ha 
endeavored to conform their tax laws Ww! 
the federal statutes.*> In that way, the weil 





1This legislation was also induced, in large 
measure, by demands that all persons be treated 
fairly and without discrimination irrespective 
of whether they lived in a community-property 


or a common-law state. See the report of the 
Senate Committee on Finance, Senate Report 
No. 1013, 80th Congress, 2d Session (1948), 


1948-1 CB 285. 

2 New York Laws, 1950, chap. 585, originally 
introduced on January 30, 1950, as A. B. No. 
1273. For the text of this law see CCH In- 
heritance- Estate and Gift Tax Reports, ‘‘New 
York (Current Law)’’ division at { 1107, Section 
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It became effective on Octo 


249-s (4) (a). e 
1, 1950. 

3 See Surrey, ‘‘Federal Taxation of the Fat 
ily,’’ 61 Harvard Law Review 1097 (1948) 

‘Code Sections 12 (d), 51 (b), as amended! 
the Revenue Act of 1948. 

> California, it is true, hag an inheritance @ 
while New York and the federal governmel! 
impose estate taxes. The bases 





of the tax® 
and the technical provisions, however, are 4! 
similar. Peculiar problems of statehood mat 
it impossible to impose such sweeping measul® 
in some instances as are contained in our [& 
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y WILLIAM A. CRUIKSHANK, Jr. 


of federal rulings and decisions is available 
to aid in the interpretation of the intricate 
provisions which are common to the several 
taxing jurisdictions. The rapidly produced 
quantity of federal interpretations serves to 
facilitate the solution of many problems 
which would not reach the state appellate 
court level for many years. Moreover, a 
certain uniformity of rule and interpreta- 
tion, a common law of taxation, if you 
please, is achieved by this process of “fol- 
low the leader.” 

New York was also influenced by a mari- 
tal-deduction recommendation ® which stated 
that, without such relief, wealthy residents 


and their estates would move to a domicile . 


more sympathetic to their economic prob- 
lems, for example, Florida. 

There was also the reminder that prior 
to 1948 many people were disposing of their 
separate property by utilizing the trust, with 








(Footnote 5 continued) 
eral tax laws. The underlying efforts to follow 
the federal provisions are, nevertheless, readily 
apparent. For evidence that judicial interpre- 
lations of federal tax laws should be followed 
in applying California revenue measures, see 
Holmes v,. McColgan, 17 Cal. (2d) 426, 110 Pac. 
(24) 428 (1941), and Borroughs v. McColgan, 21 
Cal. (2d) 481, 133 Pae. (2d) 385 (1943): 

‘Report Recommending that New York Adopt 
the Marital Deduction, prepared by representa- 
Uves of: Section on Taxation, New York State 
Bar Association ; Committee on Taxation, Asso- 
Clation of the Bar of the City of New York: 
“mmittee on Taxation, New York County 
“awyers Association; New York State Bankers 
Pte etgen Special Committee of New York 
State Life Underwriters Association. 

es As used herein, ‘‘husband"’ refers to the 
— and ‘‘wife’’ refers to the surviving 
Pie a holding that the trust corpus in which 
oa ent had only a life estate is not includible 
“MS gross estate, see Helvering v. Safe Deposit 


California’s Marital Exemption 


a life estate for the surviving spouse, as a 
device for minimizing the over-all death tax 
problem, both state and federal. In that 
way, all of the property was taxed at the 
husband’s death,’ but none was reached on 
the subsequent death of the wife*® With 
the advent of the marital deduction for 
federal estate tax purposes, many of these 
individuals altered their plans to give the 
surviving spouse a taxable power of ap- 
pointment over the trust property, thus 
qualifying for the marital deduction. For 
federal purposes, only one half of the prop- 
erty was then taxed on the death of each 
spouse. The reduced brackets produced the 
savings. This, in effect, resulted in a tax 
benefit to the State of New York. By thus 
qualifying for the federal benefits, these 
plans subjected all the family assets to a 
state death tax at the husband’s death and 
placed one half of the assets in the wife’s 
taxable estate thereafter. Some commenta- 
tors considered it “unfair” for the state to 
benefit in this way from a federal provision 
designed to provide tax relief.° 

California’s reasons for enacting its new 
marital exemption have not been announced. 
Presumably, they would be the same as 
those of New York.® The tax savings 
would not be so great because of the pre- 
dominance of community property passing 
from the decedents who reside in the state. 
If the desire for uniformity was responsible 
for the new enactment in California, the 
result must disappoint those who conceived 
the plan. The new law provides an exemp- 
tion which is quite different from the de- 
duction adopted elsewhere. It deals with 
transfers of property at death from one 
spouse to another, and it will enable a few 


individuals to save death taxes. Beyond 
& Trust Company of Baltimore, 42-1 ustc 
1 10,167, 316 U. S. 56. 

®° Footnote 6. 

10 California has one further reason. People 


who acquire personal property in other states, 
under circumstances that would cause it to be 
community property if they lived here, are 
treated as if it were community property if they 
die residents of California. See California Pro- 
bate Code, Section 201.5. One line of argument 
presented to the Legislature urged that this 
constituted tax discrimination against those who 
owned separate property and had always re- 
sided in the state. They were taxed on all of 
such property at their death without the bene- 
fit of either a community-property or a marital 
exemption. While the validity of that reasoning 
and its finding of discrimination may be ques- 
tioned in part, it did help to achieve its goal. 

Of necessity, much of what is stated herein 
cannot be documented. The factors that influ- 
enced the Legislature were discovered by dis- 
cussions with individual members of that body. 
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that, the new exemption bears but slight 
resemblance to the federal marital deduction.” 


Exemption, Not Deduction 


The California marital exemption, Section 


13805 of the Revenue and Taxation Code,” 
provides: 
“Exemptions — Transfer to decedent’s 


equal in amount to the 
clear market value of one-half of the dece- 
dent’s separate property shall, if transferred 
to the spouse of the deceased, be exempt 
from the tax imposed by this part. A trans- 
fer, for the purpose of this exemption, shall 
include a transfer of property in trust with 
a general or limited power of appointment 
in the surviving spouse. This exemption 
shall be in addition to all other exemptions 
under this part.” 


The most obvious distinction between 
this new law and the federal provision is 
that California has a an exemption and not a 








deduction. The federal estate tax allows ; 
deduction, to the extent of one half Of the 
value of the decedent’s separate Property 
if there is a transfer to the surviving spoyy 
under specified circumstances. The exemp. 
tion results in a smaller saving in taxes th 
would a deduction. The latter removes te 
property from the taxable estate before th; 
tax-rate brackets are applied. It, therefor, 
removes property from the highest ty 
bracket. The exemption, on the other han 
is applied after the tax brackets are dete. 
mined. It removes property from the loy. 
est bracket. An example of the differen: 
in tax results will emphasize this, Thy 
following schedule sets forth the Californi; 
inheritance tax payable on the estates inj 
cated under the prior California law, und: 
the present law with the exemption ani 
under the deduction as originally proposed 
It is assumed that there is a bequest of the 
entire net estate to the surviving spous 
and that it consists entirely of the dec. 
dent’s separate property. 


California Inheritance Tax Payable 


— 


Net estate Old law 
$ 25,000 $ 20 
50,000 770 
100,000 2,770 
300,000 18,770 
500,000 36,770 
1,000,000 86,770 


If we may speculate as to the purposes 
behind a legislative enactment, it is con- 
ceivable that this arrangement might have 
been a compromise. The tax savings are 
not as great as under a marital deduction, 
but the restrictions on the types of transfers 
which qualify for the exemption are negli- 
gible. Also, the statute is suspiciously con- 
cise for a revenue measure. Perhaps tax 
dollars were up for a 
tax law. 


given in exchange 


simple 





Proposed law 
with a marital 
deduction 


Present law 
with a marital 
exemption 


None None 
$ 30 $ 20 
1,040 770 
10,820 6,270 
20,340 14,270 
47,600 36,770 


Transfers Qualifying 
for Marital Exemption 


Let us _ recall 
for the federal marital 


briefly the 
deduction. 


— 


rr, —E~~e 


A 


prerequisitt 
A hus 


band’s estate is entitled to a deduction, | 


half of the value of 
property, to the extent that he leaves pr 
erty to his wife outright or under such 2 
arrangement that she may be realistical 
considered its absolute owner. 


to one 





11 As originally recommended in California, 
the new law was to provide a marital deduction 


similar to that allowed under the federal stat- revenue to the state of approximately $400. 

utes. Apparently a desire for simplicity and per year. This will probably be reduced 

a consideration of the general probate attor- some extent by the wealthy individuals wi 

ney’s problems in computing a complicated will be induced to remain in California bec ¥ 

Marital deduction caused the exemption to be of this tax saving. , 

adopted by the Legislature. The Legislature 12 Added by Laws of 1950, chap. 5, Seca 

passed an exemption during 1949 exactly like applicable to estates of decedents dying aft 

the 1950 law. The 1949 bill (A. B. No. 3111) April 26, 1950. See CCH Inheritance Estate a 

was subjected to a pocket veto by Governor Gift Tax Reports, ‘‘California’’ division ° } 

Warren. § 1105.04A. , 
On March 15, 1950, the same measure was 

introduced as S. B. No. 7. It was passed within 

a month. 
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requirements which must be met to obtain 
this tax benefit have required tens of thou- 
sands of words of statutes, regulations and 
comment. In substance, the wile must re- 
ceive such an interest in the husband’s 
property that it will be taxable in her estate 
at death, unless, of course, It 18 dissipated 
or otherwise disposed of during her remain- 
ing years 

The California exemption, on the other 
iand, is allowable to the extent that prop- 
erty is transferred to the wife. Apparently 
the only restriction is that the exemption 
cannot exceed one half of the value of the 
decedent’s separate property. There is no 
requirement that she receive an interest that 
would produce a tax at her death. Thus, 
a life estate, in trust or otherwise and with 
or without a power to appoint the remain- 
der, would qualify.” 

While a great deal of flexibility is thus 
available in planning an estate with an eye 
to the California inheritance tax, larger 
estates must consider the federal tax results 
and will still be influenced by the more 
rigid federal provisions. Therefore, it seems 
that those requirements will tend to control 
in the selection of testamentary plans for 
substantial Of course, anything 
that would qualify for the federal marital 
deduction would also satisfy the require- 
ments for the state exemption.” 


estates. 


Still, there may be instances where the 
peculiar nature of the assets, separate or 
community, is such that the reward of 
qualifying for the federal deduction is not 
worth the price in terms of actual control 





%The statute’s only requirement is that 
“property’’ be ‘‘transferred.’’ The California 
inheritance tax regulations, Section 616, defines 
“property’’ as follows (CCH Inheritance Estate 
and Gift Tax Reports, ‘‘California’’ division at 
{ 1290) : 

‘*Property’, as used in these rules and regu- 
lations, includes any real or personal property, 
and any right or interest therein or income 
therefrom, the receipt or succession to which 
may be taxed under the inheritance tax and 
under the Constitutions of this State and the 
United States.’’ 

Section 13304, Revenue and Taxation Code, 
states (CCH Inheritance Estate and Gift Tax 
Reports, ‘‘California’’ division at { 1101.04): 

‘“Transfer’ includes the Passage of any 
Property or any interest therein or income 
therefrom, in Dossession or enjoyment, present 
or future, in trust or otherwise.” 

Under these definitions, the statement in the 
text seems obvious. Moreover, the unofficial 
conclusions of the Inheritance Tax Department 
attorneys are in accord. 

“The existence of a ‘‘terminable interest,” 
- fatal under the marital deduction (see Code 
eo 812 (e) (1)), does not preclude the 
pe oe _Even a bequest that is conditioned 

n the wife’s Surviving distribution would seem 


California’s Marital Exemption 





and ownership of the property. In such 
cases, the new exemption will be worthy 
of consideration. Some tax savings may be 
achieved under the state law without the 
complete disruption of a desirable testa- 
mentary plan. 


Although this new provision may be 
“astringently short,’™ it poses some ques- 
tions which will require a definitive an- 
swer before complete reliance can be placed 
upon the inviting simplicity. The section 
states that a transfer, within the purposes 
of the exemption, includes a transfer of 
property in trust with a general or limited ° 
power of appointment in the surviving 
spouse. Does this imply that a transfer in 
trust unaccompanied by a power of any 
sort will not qualify for the exemption? 
It seems unlikely. Aside from the literal 
wording of the section itself, this conclusion 
seems strained when we consider the pos- 
sible results of such an interpretation. It 


’ might be persuasive if the existence of such 


a power would cause the inheritance tax to 
reach the subject property at the death of 
the surviving spouse. But, in California, 
the donee’s exercise of a power of appoint- 
ment is not considered a taxable transfer.” 
Thus, no purpose would be served by such 
a construction of the new section. More- 
over, it appears that a legal life estate given 
to the survivor would qualify for the ex- 
emption without reference to the existence 
of a power to appoint the property.“ The 
reference to “powers” in the section is un- 
doubtedly intended to dispel any fears that 
the federal requirements must be met to 
qualify for the state exemption.* 


to qualify. Of course, the valuation of such an 
interest would be affected and, correspondingly, 
the amount of the exemption. 

15 This pungent characterization was employed 
in Krystal, ‘‘Tax Notes,’’ 25 Los Angeles Bar 
Bulletin 315 (1950). 

1% This statement applies where the donor of 
the power dies after June 25, 1935. The taxable 
transaction is now the giving of the power to 
the donee, not the Jatter’s exercise thereof. See 
California Revenue and Taxation Code, Sections 
13691 and following, and California inheritance 
tax regulations, Section 622. , For evidence that 
this need not always be true, see Graves v. 
Schmidlapp, 315 U. S. 657 (1942), and Estate of 
Newton, 210 Pac. (2d) 551 (1949), hearing by 
S. Ct. granted. Compare the federal law which 
specifically taxes a power of appointment as 
ownership of the subject property by the donee 
(with limited exceptions). Code Section 811 (f). 

17 Again, this is completely contrary to the 
federal requirements. See Code Section 812 (e) 
(1) (B) and Regulations 105, Section 81.47b. 
See footnote 13. 

18 Apparently the wife could be given a life 
interest in a trust the income of which was to 
be accumulated. This would qualify for the 
exemption. Again, the value would be affected 
and, accordingly, the extent of the exemption. 
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Another question itself. The 


statute provides: 


presents 


“Property equal in amount to the 
value of one-half of the decedent’s separate 
property shall, if transferred to the spouse 
of the deceased, be exempt rs 


that property transferred 
the surviving spouse will be exempt 
from tax to the extent that it not 
exceed one half of the value of the dece- 
dent’s separate property. Is there a differ- 
ence? To qualify for the exemption, must 
the decedent leave to his widow property 
sufficient to equal or exceed the value of 
one half of his separate property? If that 
literal interpretation is placed upon the 
section, it is more than “astringently short”; 
it is dangerously misleading. Certainly, it 
was not so intended. 


It does not say 
to 


does 


The new exemption presents a possible 
problem which is related to an old dispute 
under the federal law. There has been 
considerable question as to the federal estate 
and gift tax consequences of the following 
facts. A husband and wife have a sub- 
stantial estate consisting entirely of com- 
munity property. The husband dies, and 
his will leaves all of the property in a 
trust, the provisions of which give a life 
income to the widow and remainders over 
to the children upon her death. The wife 
is put to an election between taking an 
equitable life interest in the entire estate or 
her community interest, that is, one half 


of the estate in outright ownership. She 
elects to take under the will. Has she 
thereby transferred her half of the com- 


property in trust, irrevocably, re- 
to herself a life estate therein? If 
so, she is subject to an immediate federal 
eift tax on the value of the remainder in 
her half of the property.” Moreover, the 
property is includible in her estate at death 
and taxed again.” The Bureau of Internal 
Revenue presently indicates, informally, 
that it will so treat the above transaction. 
Section 79 of the California gift tax regu- 
lations expressly disclaims any intentior to 
find a taxable gift in the above situation, 
and, presumably, this election causes no 
state inheritance tax at the wife’s death. 


munity 
serving 


Some writers have suggested that thy 
wife, for federal purposes, exchange 4, 
remainder in her half of the property jo; 
life estate in the husband’s half.” By dete. 
mining the values of these respective inter. 
ests under the mortality tables, we m 
ascertain the value of the remainder give: 
by the wife in excess of the value of th, 
life interest she received. It is general 
argued that only this excess, if any, shou} 
be subject to federal gift and estate ty 
and that the balance constitutes an exchang 
for equal value or a sale. If this theo: 
should be officially adopted, the proper 
“transferred” (meaning a taxable transje 
by the husband to the wife would be of; 
negligible value. California 
result by gift tax regulation. If the bagi 
for that ruling is the reasoning outline! 
above, the marital exemption allowed to tix 
husband’s estate on this disposition woul 
be insignificant, that is, the excess of tly 
value of her equitable life estate in the hu 
band’s half of the community property ove 
the value of the remainder after her lie 
estate in her half. In fact, in most case 
the remainder will be worth more than th 
life estate. To obtain any marital exemp 
tion, then, it would be necessary for the 
husband to leave the wife some interest it 
his separate property. Fortunately, ther 
is little to indicate that California will tak 
this approach.” 

One further provision in this new secti 
should be noted. The “clear market valu: 
of the separate property is the guide b 
which the maximum exemption is dete: 
mined. This refers to the market value «i 
the separate property less the total dedu: 
tions prorated against such assets. Ths 
method of determining the extent of tl 
exemption in the individual case appeat 
to have considerable merit when compat 
to the federal concept of the “adjust 
gross estate.” * 


Conclusions 
Whatever the defects that may be discem 
by the eager tax advocate, the Califor 
marital exemption represents a commel 
able step toward fairness between sepaté! 
and community property. It is unfortum 
(Continued on page # 





” That is, the value of the property less the 
value of the retained life estate: 

*» Code Section 811 (c). For a brief discussion 
of this problem, see Nossaman, ‘‘Drafting a 
Testamentary Trust,’’ 1948 Major Tax Problems 
(University of Southern California Tax Insti- 
tute, 1949), p. 115, and Brown and Sherman, 
“Election to Take by Will,’’ 23 California State 
Bar Journal 150 (1948). 
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"1 See Brown and Sherman, article cited, {0 
note 20. 

“The gift tax regulation cited above sh 
that California has been lenient, taxwise, ¥" 
these ‘‘election’’ situations. There is no red" 
to anticipate a change in this policy. 

“8 Code Section 812 (e) (2). 
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Clarke v. Haberle Crystal 
Springs Brewing Company 


Obsolescence Deduction 
for Intangibles? 


Tax Classics e « by Robert S. Holzman 


Adjunct Professor, New York University Graduate School of Business Administration 





TO ST. PAUL, “the 


temporal; 


CCORDING 

things which are seen are 
but the things which are not seen, are 
eternal.”? In this respect, at least, tax law 
seems based on scriptural authority: as to 
“the things which are seen” (tangibles), 
there is a temporal concept* and obsoles- 
but as to “the things 
(intangibles), there 
cept and, hence, no obso- 
is permitted. 


cence iS recognized, 
which not 
is an eternal co1 
lescence write-off 
sv 1918 it had become apparent even to 
many the liquor business that 
prohibition was imminent.’ Officers of the 
Haberle Crystal Springs Brewing Company 
to p the liquidation 
and a deduction for ob- 
claimed, “On everything ?” 
inquired the Commissioner tentatively. “Every- 
thing,” echoed the taxpayer. “Even on— 
good will?” the Commissioner probed deli- 
cately. “Indeed,” the brewer replied, “for 
it became certain to us during our taxable 
year that the useful life of our good will 
would be terminated by January 16, 1920, 
hecause of the prohibition legislation. Our 
property, Mr Commissioner, was clearly 
becoming less valuable because some- 
thing that we knew was coming; and since 
the statute not qualify the kind of 
property which is subject to obsolescence, 
Wwe must conclude that it contemplates all 


are seen” 


persons 11 





took steps for 
of their company, 


Was 


epare 


solescence 


of 


does 


12 Corinthians 4:18 

*This loss may be grievous. 

“There is another sorrow, which ariseth from 

the losse of temporall goods and fortunes 
Robert Burton, The Anatomy of Melan- 


= y (Oxford, John Lichfield and James Short, 





For example, 


“After generations of campaigning and much 
decidedly unscrupulous pressure politics, the 
enemies of alcohol had induced American legis- 
lators to vote against what they believed to be 
vice and to atte mpt to make the nation virtuous 
by legislation." (Henry Bamford Parkes, The 
cine le —"* nce (New York, Alfred A. 
ns 1947), p. 303.) Tennessee had the first 

ate-wide po Rah law in 1838. (Roger 
Butterfield, The American Past (Simon and 


Tax Classics 


property which becomes less useful or more 
antiquated without forthwith becoming en- 
tirely obsolete, useless, and fit only to be 
abandoned.” 


On January 27, 1930, Mr Justice Holmes 
delivered the opinion of the Supreme Court :* 

“This is a suit brought by the respondent 
to recover income and profits taxes paid 
under protest, on the ground, as stated by its 
counsel, that it was not allowed to deduct 
from gross income ‘a reasonable allow- 
ance for the exhaustion, including obso- 
lescence, of its good will it having 
become certain prior to that period that 
the useful life of the good will would be 
terminated by January 16, 1920 because 
ot prohibition legislation’. The question 
turns on the Revenue Act of 1918 (Act of 
February 24, 1919), c, 18, Section 234 (a) 
(7); 40 Stat. 1057, 1078, allowing as deduc- 
tions, inter alia, ‘A reasonable allowance 
for the exhaustion, wear and tear of prop- 
erty used in the trade or business, including 
a reasonable allowance for obsolescence’. 
The good will was that.of a brewery and 
is found to have been destroyed by prohibi- 
tion legislation. The deduction claimed is 
for the fiscal year ending May 31, 1919, 
having been apparent early in 1918 that 
prohibition was imminent, and the officers 
having taken steps to prepare for the total 
yr partial liquidation of the Company. The 





Schuster, 1947), p. 
temperance society 
(George M. Hammell, The Passing of The 
Saloon, (Cincinnati, The Tower Press, 1908). 
p. XVIII.) Rhode Island licensed liquor sales 
as early as 1649. (J. N. Stearns, Temperance 
in All Nations (New York, The National Tem- 
perance Society and Publication House, 1893), 
p. 121.) The Emperor of China forbade the 
manufacture and drinking of intoxicants in 
2207 B. C. ‘‘under the severest penalties, and 
even renounced its use himself.’’ (Henry Wil- 
liam Blair, The Temperance Movement (Boston, 
William E. Smythe Company, 1888), p. 360.) 

4 Clarke v. Haberle Crystal Springs Brewing 
Company, 2 ustc { 466, 280 U. S. 384 (1930). 


129.) The first 
had been formed 


American 
in 1808. 
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amount of the deduction to be made is agreed 
upon if any deduction is to be allowed. 


“We shall not follow counsel into the 
succession of regulations or the variations 
in the law before the date of the Act that 
we have to construe. In our opinion the 
words now used cannot be extended to cover 
the loss in this case and it is needless to 
speculate as to what other cases it might 
include. It seems to us plain . . . that 
when a* business is extinguished as noxious 
under the Constitution the owners cannot 
demand compensation from the Govern- 
ment, or a partial compensation in the form 
of an abatement of taxes otherwise due. 
It seems to us no less plain that Congress 
cannot be taken to have intended such a 
partial compensation to be provided for 
by the words ‘exhaustion’ or ‘obsolescence’. 
Neither word is apt to describe termination 
by law as an evil of a business otherwise 
flourishing, and neither becomes more ap- 
plicable because the death is lingering rather 
than instantaneous. It is incredible that 
Congress by an Act approved on February 
24, 1919, should have meant to enable parties 
to cut down their taxes on such grounds 
because of an amendment to the Constitu- 
tion that it had submitted to the legislatures 
of the States in 1917 and that had been 
ratified by the legislatures of a sufficient 
number of States the month before the 
present Act was passed.” 


66 PF) RACTICALLY all of such cases re- 

sulted from the prohibition amendment 
which abruptly curtailed the activities of 
brewers, innkeepers and others engaged 
in the manufacture, distribution and sale 
of alcoholic products. The protracted 
period of litigation that ensued offered the 
taxpayers little encouragement, and in 1930, 
the Supreme Court finally decided the ques- 
tion adversely to the taxpayer in Clarke, 
Collector v. Haberie Crystal Springs Brewing 
Company.”* Citing that case, one writer 
observed that “The allowability of a deduc- 
tion for loss of obsolescence of property 
is thus apparently made to depend upon the 
cause producing such loss or obsolescence.”® 
Another writer suspected that “Possibly 





5 Thomas O. Shelton, Jr., ‘‘Stockholders Gain 
on the Liquidation of a Corporation When 
There Is Good Will,’’ Proceedings of New York 
University Seventh Annual Institute on Federal 
Taxation (1948) (Albany, Matthew Bender & 
Company, Inc., 1947), p. 349. 

® Joseph J. Klein, 1931 Cumulative Supple- 
ment to Federal Income Taxation (New York, 
John Wiley & Sons, Inc., 1931), p. 178. 

7 Frederick Leon Pearce, Income Tax Funda- 
mentals (Chicago, The Foundation Press, Inc., 
1937), p. 90. 
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losses sustained by a corporation in an il- 
legal business may be denied as a deduction 
on the ground of public policy.” 


A distiller could claim no obsolescence 
under the Haberle doctrine when he “became 
aware that he could manufacture whiskey 
for medicinal purposes and did so until the 
Willis-Campbell Act . . . was passed, . .. 
[at which time he] failed to obtain a per- 
mit”; he at least could have continued in 
business, albeit under restrictions.* 


Loss of good will by virtue of prohibition 
is not deductible whether the good will was 
developed or purchased. “. . . I fail to dis- 
cover . . . any indication of a distinction 
or any basis for distinguishing between the 
methods by which good will was derived, 
whether by purchase or by good conduct or 
otherwise. As I read the Haberle 
and . . . [later] Cases, they say unequivo- 
cally that for destruction of good will by 
the Eighteenth Amendment there can be 
no deduction.” ® Nor does it matter whether 
the obsolescence claimed is full or partial. 
“The only difference between the two cases 
is that in the Clarke® Case Mr. Justice 
Holmes said that the language of the stat- 
ute did not become ‘more applicable because 
the death is lingering rather than instan- 
taneous’. In the case at bar we think we can 
with propriety say that the provision of the 
statute relied upon is not more applicable 
because the death is instantaneous rather 
than lingering.” ™ 


But obsolescence of tangible property 
because of a factor such as prohibition is 
allowed even to a brewer or distiller. As 
Mr. Justice Butler declared: “The tangible 
property by which a business is carried on 
is plainly distinguishable from the element 
of good will inhering therein. . . . The 
statute contemplates annual allowance for 
obsolescence just as it does for exhaustion, 
wear and tear. That is necessary in order 
to determine true gain or loss because post- 
ponement of deductions to cover obsoles- 
cence until the property involved became 
obsolete would distort annual income. 

The findings of fact show that the immi- 
nence of prohibition became known in Janu- 
ary of 1918 and that it took effect in January 





8 Renziehausen v. Lucas, 2 wustc 1465, 280 
U. S. 387 (1930). 

° Hupfel Company, Inc. v. Anderson, 1931 
CCH Standard Federal Tax Reports { 9341, 51 
F. (2d) 115 (DC N. Y.), aff'd 1932 CCH Stand- 
ard Federal Tax Reports { 9089, 55 F. (2d) 1080 
(CCA-2). 

” Actually, Clarke was the collector, not the 
taxpayer (Haberle). 

11 Seneca Hotel Company v. U. S., 1930 CCH 
Standard Federal Tax Reports { 9393, 42 F. 
(2d) 343 (Ct. Cls.). 














of 1920. Undoubtedly it was obvious 
from the beginning of that period that 
buildings not commercially adaptable to any 
use other than brewing intoxicating liquor 
would suffer obsolescence because of the 
destruction of that business.” One court 
thus effected a reconciliation: “It will thus 
be seen that a distinction between deduc- 
tions for obsolescence of tangible: assets due 
to prohibitory legislation, and deductions 
for obsolescence of good will due to such 


legislation, has been made by the Supreme 
Court.” * 


Obsolescence of good will due to a state 
prohibition law is similarly nondeductible 
for federal tax purposes. “As the only 
ground stated in the claim for refund as a 
basis of an allowance for obsolescence or 
good will was the fact that the state of 
Montana had enacted a law forbidding the 
sale of intoxicating liquors this ques- 
tion is disposed of by the case of Clarke, 


Collector, v. Haberle Crystal Springs Brewing 
Ca” 14 


When prohibition became effective, a 
hotel had a liquor inventory that no longer 


could be sold, and the directors, frankly * 


fearful of having the stuff on the premises, 
offered the liquor without charge to any 
one who would cart it away. The hotel 
was not permitted to deduct the cost, for 
“The language of the court in’ Clarke v. 
Haberle Brewing Co... . is sufficiently 
broad to exclude [the hotel’s] alleged 
loss:”* 


But Chicago saloons could write off their 
licenses at prohibition. In that city, saloon 
licenses were limited by a ratio to the popu- 
lation, and they were valuable because they 
could be renewed regardless of subsequent 
population figures; there was a recognized 
market in these licenses. “The Supreme 
Court in the Gambrinus case, supra, stated 
that the language used in the Haberle case 
definitely limits the opinion ‘to obsolescence 
of good will’. . . . Obviously [the licenses ] 
cannot be so classified. The renewal rights 

were income producing assets, sub- 
ject to purchase, sale and assignment, sep- 
arate from the business itself. They were 
assignable assets distinct from the business. 





2 Gambrinus Brewing Company v. Anderson, 
2 ustc { 675, 282 U. S. 638 (1931). 

13 Moise v. Burnet, 2 ustc { 803, 52 F. (2d) 
1071 (CCA-9, 1931). 

14 Rockwood v. U. 8., 1930 CCH Standard Fed- 
=. Tax Reports { 9196, 38 F. (2d) 707 (Ct. 

S.). 

18 Hotel Wisconsin Realty Company v. Com- 
missioner, 1931 CCH Standard Federal Tax Re- 
ports 9176, 47 F. (2d) 842 (CCA-7). 
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In this respect they were in the same cate- 
gory with patents, contracts, and franchises. 
They became absolutely worthless and were 
necessarily abandoned in the taxable year 
1919 as a result of prohibitory legislation.” ” 


N DETERMINING BASIS, the Com- 

missioner cannot “allow” obsolescence for 
good will in circumstances such as pro- 
hibition. “A serious objection to the 
[Commissioner’s] claim is the fact 
that the Supreme Court in Clarke v. Haberle 
Crystal Springs Brewing Co., supra, held that 
exhaustion or obsolescence of good will due 
to the prohibition amendment was not with- 
in the intendment of the statute. : 
Since such deduction was never allowable 
under the revenue laws, it is difficult to 
see how the Commissioner by ‘allowing’ 
a deduction which was never claimed can 
bind the taxpayer by such deduction as 
‘allowed’ within the meaning of the revenue 
act.” 17 


The good will of an enterprise need not 
disappear because the business is sold. A 
grain company had been selling, among 
other products, brewers’ grits, and with 
the advent of prohibition, the company 
claimed an obsolescence deduction, at the 
same time selling its building and equip- 
ment. But the court felt that the grain 
company had retained its good will as a 
thing of value, for the seller had agreed 
not to re-enter that business in the com- 
munity for at least ten years. “This pro- 
vision clearly indicates that the... [vendee] 
was purchasing a going business and was 
protecting its competitive interests by pro- 
viding that the vendor should not enter 
that field of endeavor until the purchaser 
had established its own business. See Clarke 
v. Haberle Crystal Springs Brewing Co.”™ 


But the Haberle case has been used in 
other than obsolescence matters engendered 
by prohibition. As Mr. Justice Butler de- 
clared: “Obsolescence may arise as the 
result of laws regulating or forbidding the 
particular use of the property as well as 
from changes in the art, the shifting of 
business centers, loss of trade, inadequacy 
or other causes.” ” 


16 Elston Company v. U. 8., 37-2 ustc { 9574, 
21 F. Supp. 267 (Ct. Cls.). 

17 Rainier Brewing Company, CCH Dec. 15,228, 
7 TC 162 (1946), aff'd 48-1 ustc { 9134, 165 F. 
(2d) 271 (CCA-9). 

18 Herrnstein v. U. 8., 37-1 ustc J 9259, 18 F. 
Supp. 953 (Ct. Cls.). 

19 Burnet v. Niagara Falls Brewing Company, 
2 ustc {| 674, 282 U. S. 648 (1931). 
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A corporation operated a ferry between 
two cities. When a bridge and a tunnel 
were constructed, the ferry company 
claimed obsolescence on its ships, although 
the ships were still operated in competition 
with the new facilities. The court held that 
the Haberle and similar prohibition cases 
were inapplicable, for they “present the sit- 
uation where the continued use of the 
equipment for the purpose for which it was 
designed was made impossible by the 
Eighteenth Amendment to the Constitution. 
Notice of the date when the use of the 
equipment for such purpose must cease was 
imposed upon the taxpayer by statute, and 
the time of obsolescence was definitely de- 
termined by operation of law. Moreover, 
in each case the use of the equipment for the 
production of beer was discontinued. 
These cases hence do not reach the situa- 
tion presented here. ... Here abandonment 
is neither contemplated nor intended, and 
the equipment claimed to be obsolete was 
used at least seven years after the tax 
period, for the very purpose for which it 
was built and designed.” * 

The Alien Property Custodian seized 
stock of a foreigner and sold it at a profit 
which subsequently was turned over to the 
alien. The taxpayer claimed he had no 
income in the year of seizure and sale, but 
the court noted that the action was in ac- 
cordance with law. “The Supreme Court 
had no difficulty in reaching the conclusion 
that the loss provisions of the revenue acts 
might not be resorted to even by an Ameri- 
can corporation where its property was ef- 
fectually destroyed by prohibition legislation. 
Clarke v. Haberle Crystal Springs Brew- 
ing Co.... Petitioner suffered no deductible 
loss ... when his property was taken over 
by the Alien Property Custodian pursuant 
to law.” 


oe MANY YEARS n= automobile 
manufacturer built only four-cylinder 
cars, but finally it was felt necessary to 
turn to sixes. The company attempted to 
write off as a wasting asset the “proved 
car,’ valued at $10,000,000. The company 
“admits that the Commissioner has already 
allowed full depreciation on the physical 
tools and equipment . . . which were neces- 
sary for the utilization of the intangible 





2° Detroit € 
Woodworth, 40-2 ustc 
(CCA-6). 

"1 Haberland, 
(1930). 

* But see editorial 
September 21, 1897, entitled ‘‘Is There a Santa 


Windsor Ferry Company v. 


9768, 115 F. (2d) 795 


CCH Dec. 6505, 21 BTA 446 


in the New York Sun, 


Claus ?’’ 
Claus.’’) 
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creation. ... It has long been settled that 
the depreciation or obsolescence of good 
will is not a deductible item in the com- 
putation of a taxpayer’s net income. Clarke v. 
Haberle Crystal Springs Brewing Co. : 
This form of deduction has been denied be- 
cause of the manifest difficulties inherent in 
the computation of both the life span and the 
value of this intangible asset. ... The term 
‘proved car’ appears to have been evolved 
by one of appellant’s expert tax account- 
ants. This name, and the philosophy and 
theory underlying it, are ingenious and 
plausible. Yet we believe that, for the pur- 
poses for which . [the manufacturer] 
contends, the existence of the ‘proved car’ 
is almost as mythical as Santa Claus” or 
Jack Frost, almost as illusory as general 
prosperity. Deductions, under federal tax 
statutes, are based on hard facts and stern 
realities, not on myths and illusions.” * 
For food conservation purposes, the 
President of the United States issued a 
proclamation prohibiting the use of sugar 
and certain cereals in the production of 
malt beer. A sales agency of “Bevo,” a 
near-beer, forthwith wrote off the cost 
value of its exclusive sales agency. This 
was allowed. “We have not overlooked the 
decision in Clarke v. Haberle Brewing Co. 
. where it was held that the provisions of 
the Revenue Act ... were not intended to 
cover the exhaustion or obsolescence of the 
good will of the brewery due to the immi- 
nence of national prohibition. . . . The fea- 
ture of the present case, which distinguishes 
it from this decision, is the nature of the 
article that the taxpayer was organized to 
sell. There is nothing which leads us to 
believe that Bevo possessed the ‘noxious’ 
quality of certain beverages that led to 
the passage of prohibitory enactments; and 
hence the taxpayer, as one engaged in an 
ordinary business, came within the purview 
of the taxing statutes, and was entitled to the 
beneficial provisions which they contained.” * 
A fine for “unlawful operation, prohibited 
specifically by statutes or regulations [can- 
not be deducted]. It cannot be said that 
Congress intended the [taxpayer] 
should have any advantage, directly or in- 
directly, or any reduction, directly or indi- 
rectly, of these penalties. Clarke, Collector 
v. Haberle Crystal Springs Brewing Co.”* 


23 Dodge Brothers, Inc. v. 
§ 9309, 118 F. (2d) 95 (CCA-4). 

*%U. 8. v. Hardy et al., 35-1 ustc { 9060, 74 
F. (2d) 841 (CCA-4). 

25 Great Northern Railway Company v. Com- 
missioner, 2 ustc § 504, 40 F. (2d) 372 (CCA-8, 
1930). 


U. S8., 41-1 ustc 
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A corporation could not take a deduction 
for exhaustion of trade-marks. “Following 
its prior decision in Clarke v. Haberle Crystal 
Springs Brewing Co. ... the Supreme Court 
[has] held that the taxpayer was not en- 
titled to deduct for exhaustion or obsole- 
scence of good will, and specifically treated 
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not taxable because the effective operation 
of the property settlement was subject to a 
condition precedent, that there be an entry 
of a divorce decree. 

The taxpayer’s daughter received remain- 
der interests in the trusts, set up for the 
benefit of her mother (the taxpayer’s second 
wife) and these, too, were subject to gift 
tax. The value of the interests of the wives 
and the daughter was computed by means 
of the Combined Experience Table of 
Mortality with interest at four per cent. 
(George G. McMurtry v. Commissioner, CCH 
Dec. 18,056.) 


California Sales Taxes 


Two additional cities in California have 
adopted retail sales tax ordinances. Both cities 
—Monterey Park and Ojai—impose the tax at 
a rate of one half of one per cent. Record 
sales tax receipts were chalked up in that 
state. Recently received figures show a rec- 
ord $100 million was collected in sales tax 
yields as a result of business done between 
July 1 and September 30 of last year—the 
first time in the history of the tax that such 
an amount was realized. As consumers 
rushed to fill anticipated needs and prices 
rose in a strong seller’s market, revenue 
shot up to a level of more than twenty-six 
per cent over that for the same period in 
1949, according to a State Board of Equal- 
ization release. 


Unusual gains over the third quarter of 
1949 were recorded by retail outlets selling 
durable goods, ranging from twenty-seven 
per cent for hardware stores to sixty-seven 
per cent for household appliance dealers. 
In fact, all groups of durable goods retailers 
established new highs. 


26 Norwich Pharmacal Company, 
850@ 30 BTA 326 (1934). 
* George Santayana, The Realm of Essence 


(New York, Charles Scribner’s Sons, 1927), 
Scene 4. 


CCH Dec. 
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good will as ‘embracing trade-marks, trade 
brands and trade names.” * 

Obsolescence may not be recognized on 
good will as it is the essence of a successful 
business and “all essences are eternal.” ™ 
Indeed, though many centuries since have 
passed, none today will dispute the Bard’s 
estimate that “my good will is great. ae 








Maryland Taxes Gl’s Income 


Income received by a resident or nonresi- 
dent prior to becoming a member of the 
armed forces for personal services per- 
formed is subject to income tax in Nary- 
land. However, when partial payments are 
made during a person’s period of military 
service, a distinction is made, according toa 
letter of the Maryland Comptroller. 

As to residents, such income is taxable if 
made for past services and if there is a 
continuing desire to retain the services of 
the individual upon the termination of his 
military service. When payment is regarded 
as a gift, the income is not taxable. 

If the payment is made to a nonresident, 
it is not taxable, according to Section 229 of 
the Maryland Income Tax Law which 
reads in part: The income taxable to a non- 
resident is “such portion of the income... 
as is derived from tangible property, real 
or personal, permanently located in this 
state ... and income from business, trade, 
profession or occupation carried on in this 
State.” 


Bock to School 


Into the spring night curricula of Mar- 
quette University goes a new course—the 
Institute on Brewery Accounting Problems. 
Lecturers for the twelve-week session—first 
in a series of special accounting institutes 
to be cosponsored by Milwaukee industry 


‘and the university—are representatives of 


Milwaukee brewing interests. The course 
was outlined in collaboration with seven 
breweries in the area and will be taught by 
Ralph’ K. Brakke; assistant professor of 
accounting in the university’s College of 
Jusiness Administration. 


28 William Shakespeare, 
Scene 4. 


Pericles, Act III, 








Books ... 


A History of History Itself , 


The Law. René A. Wormser. Simon and 
Schuster, Inc., 1230 Sixth Avenue, New 
York 20, New York. 1949. 609 pages. $5. 

“omer Jood is that which all things seek 
after. Hence, this is the first precept of law, 
that good is to be done and promoted, and evil 
is to be avotded.”—St. Thomas Aquinas. 


The end which Aquinas describes seems 
to have been unattainable at any one stage 
of man’s development of his civilization. At 
several times in history such a goal seemed 
silhouetted on the horizon but the dark 
clouds of history blotted it out. Men in 
such dark days sought other goals. This 
book is not as dry as a book about law could 
be because the author has dealt with the men 
of history who devoted their time and talents 
to directing judicial processes toward the 
goal described by the medieval monk. 

Mr. Wormser has written a very enter- 
taining saga of history itself without deviat- 
ing from his theme, which deals with man’s 
struggle to perfect the rules by which he 
must live under government. His book 
traces the history of law on a chart of 
respect, like a statistician’s curve showing 
the high points and, unfortunately, some 
low ones—which, oddly enough, seem to be 
in the twentieth-century bracket. 


The book begins with the story of Moses 
and the promulgation of his first principles 
of the law. The author reverently treats 
all of the philosophers between this begin- 
ning and the days of Nuremberg trials, 
United Nations and atom bombs. In the 
latter part of the book the author castigates 
those who have influenced the development 
of law with the theory that the end justifies 
the means. Being somewhat of a philosopher 
himself, the author poses questions regard- 
ing the justice of law which seeks its justifi- 
cation‘in retaliation. 

Man has come a long way, says Wormser, 
who thinks our domestic law shows promise 
of continuing to improve if our progress it 
“not too rapid to prevent us from digesting 
the change as we make it.” In international 
law, however, prospects are not good. For 
example, in the first World War, submarine 
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warfare was a horrible device; in World 
War II, it was routinely taken for granted. 
Retaliation, booty, forced labor, bombing 
of civilians and all the implications of the 
atom bomb lead the author to say: 


“The breakdown in international morality 
seems to me so severe, and the degree to 
which we have contributed to it so little 
apprehended in our country, that I fear the 
amount of re-education which may be neces- 
sary to bring us, as well as the rest of the 
suffering world, back to decency, is truly 
formidable. In international law we have 
had vicious retrogression. The gradual en- 
lightenment which came to its peak toward 
the end of the nineteenth century and the 
beginning of the twentieth has been suc- 
ceeded by a depression of ethics and moral- 
ity. How soon will there be recovery from 
this depression of the conscience of mankind ?” 


But the point of the book is not to lament 
over dark days. It tells a fascinating story 
of great men, philosophers, religious leaders 
and statesmen. With Homeric quality, ‘the 
author takes his hero, Justice, on a journey 
as filled with adventute as Aeneas’ wanderings. 


Three basic cultures are the source of our 
law—Jewish, Greek and Roman. The Celtic 
and Germanic influences entered later to 
supplement the steady growth toward what 
we take for granted—a written law, although 
definiteness must suffer in order to have 
social fluidity. To read this book is to get 
a clear picture in nontechnical language of 
the recognition of the rights of man to life, 
liberty and property. Perhaps the most in- 
teresting feature of that growth is that from 
simplicity to complexity, with the ever 
widening gulfs of “borderline” cases. It is 
enlightening also, for example, to compare 
the Spartan state with the military national- 
ism of Hitler, and to compare earlier re- 


formers with Franklin D. Roosevelt and 


his New Deal. 
More people should read the book than will. 


Paying for Government 


Public Finance. M. Slade Kendrick. Ho®h- 
ton Mifflin Company, 2 Park Street, Boston, 
Massachusetts. 1950. 708 pages. $5.25. 
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“Public finance is the study of the acquisi- 
tion and use of money for public purposes; 
of the increase or decrease of taxation, bor- 
rowing, and payment of debt for purposes of 
control; and of the economic effects of these 
various Operations.” With this definition the 
author encompasses, yet broadens and makes 
more specific, definitions proffered by other 
author-observers of public finance in this 
century. He acknowledges that the basic 
problem in arriving at this definition, e. g., 
the contents of his text, was how to strike 
the proper balance between the “traditional 
approach,” which he calls the examination 
of taxes, expenditures, problems raised by 
borrowing, payment of debt, management 
of public lands, etc., independently of the 
larger objective of economic policy, and the 
newer approach—regard of the same opera- 
tions from the point of view of their effect 
on the economy. Both approaches being ex- 
tremes, he explains, they cannot give an 
accurate report of public finance as _ it 
exists today. 


After defining the subject, interrelating it 
with other subjects and showing how its 
operations are connected with the work of 
the economic system, Mr. Kendrick goes on 
to the next division, “Public Expenditures,” 
and gives the facts of their growth—state, 
local and federal, the purposes they serve 
and the fundamental causes of their growth. 
“Public Revenues,” the following and most 
detailed division, contains the history and 
development of state, local and federal taxes, 
and in separate sections discusses property, 
estate and inheritance, business and per- 
sonal taxes. It is concluded with a section 
on the general problems of administration 
and effects of taxation. The logical and ex- 
pected question of whether the present sys- 
tem of taxation is the best possible in the 
light of what is known about the subject, 
comes up in the final division, “Fiscal Policy,” 
as does discussion of the new economic 
theory emphasizing the use of public finance 
measures as instruments for either controlling 
the business cycle or for maintaining a high 
level of national income. Information pre- 
sented in Public Finance serves both as a 
foundation for advanced study and for the 
acquiring of understanding of the financial 
aspects of government necessary to good 
citizenship. 


New York Tax Guide 


1951 Guidebook to New York State Income 
Taxes on Individuals and Fiduciaries. Samuel 
M. Monatt. Commerce Clearing House, Inc., 


Books. . 


. Articles 


214 North Michigan Avenue, Chicago 1, 
Illinois. 263 pages. $3. 


New Yorkers who underestimate the im- 
portance of their state income tax are 
reminded that a state tax dollar saved has 
the same purchasing power as a federal 
tax dollar saved. With this view in mind, 
the author compares the state treatment 
of all transactions with the federal treat- 
ment. Each item of the instructions to the 
resident, partnership and fiduciary New York 
State returns indicates the corresponding 
item of the respective federal returns to 
aid in the combined planning of both taxes. 
Specimen state returns reproduced here 
thus serve not only as an additional index 
to the contents of this book, but also as a 
key to when, where and how to treat each 
item on federal returns. The usefulness of 
this up-to-date edition is extended beyond 
1951 as it is annotated to the New York 
State law and regulations and—where fed- 
eral analogies exist—to the Internal Revenue 
Code or Regulations 111. 


Patent Tax Monograph 


Tax Aspects of Patents, Copyrights and 
Trade-Marks. Paul Gitlin and William R. 
Woodward. Practising Law Institute, 57 
William Street, New York 5, New York. 
1950. 79 pages. $2. 


Included in the institute’s series, “Current 
Problems in Federal Taxation,” this new 
monograph critically examines the tax fac- 
tors involved in the promotion, acquisition 
and sale of these special types of property. 
Particularly timely in view of the national 
emphasis on increased taxation, the mono- 
graph would be studied with advantage by 
lawyers, patent practitioners and engineers 
concerned with these forms of property. 


California Guidebook 


1951 Guidebook to California Taxes. Rus- 
sell S. Bock. Commerce Clearing House, 
Inc., 214 North Michigan Avenue, Chicago 1, 
Illinois. 1951. 255 pages. $3. 


A quick reference to California state 
taxes, this handybook is designed for the 
use of businessmen, tax practitioners and 
others required to file California returns. 
Keeping in mind the broad impact of federal 
taxes, it explains the four major California 
taxes—personal income, bank franchise, corpo- 
ration franchise and inheritance and gift—in 
terms of the federal, whenever possible. Cross 
reference tables simplify the tracing of a 
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given provision in one law to the compara- 
ble provision in the other, and where the 
California provision differs from the fed- 
eral, the differences are analyzed and ex- 
plained. Corporation income taxes, sales and 
use taxes and unemployment insurance taxes 
are explained in general terms and informa- 
tion regarding rates and imposition of all 
other state-levied taxes supplied. Local 
governmental unit property taxes are also 
given brief treatment in view of their state- 
wide impact. It is anticipated that Cali- 
fornia income and franchise tax laws will 
be amended in 1951 to conform to the 
changes made in the federal Revenue Act 
of 1950, but past practice and constitutional 
limitations lead to the assumption that 
they will not affect the 1950 returns. It 
should be kept in mind, however, that the 
differences explained here, which the Act 
of 1950 makes in 1950 returns, may be elimi- 
nated in following years. New features of 
this 1951 edition are the filled-in specimen 
personal income tax return form with refer- 
ences to paragraphs in the text relating to 
items on the form, a new chapter on prop- 
erty taxes and an expanded treatment of 
credits for taxes paid to other states and of 
allocation of income. 


What's Mine Is Yours 


Stock Values and Yields for 1951 State Tax 
Purposes. Commerce Clearing House, Inc., 
214 North Michigan Avenue, Chicago 1, 
Illinois. 1951. 151 pages. $2. 

This comprehensive table of stock values 
and yields, a supplement to the CCH STATE 
Tax Reports, will be of considerable assist- 
ance in figuring 1951 state and local taxes. 
The values are as of January, 1951, and 
thus true also of December 31, 1950. The 
yields are the dividends paid during the 
calendar year 1950. In preparing any ad 
valorem tax return of any state based on 
actual values as of January 1, 1951, the 
values are prima-facie valid—though sub- 
ject to minor adjustment by tax officials in 
debatable instances. Dividend yields are 
gross in all cases, and based on the definite 
record of 1950 payments, subject to revise 
with the outcome of subsequently disclosed 
action and with all known special cases con- 
cerning liquidating or stock dividends ex- 
plained in the footnotes. 


District Directory 


Union List of Legislative Histories. Law 
Library Society of the District of Columbia. 
Miss Miriam C. Vance, 616 Continental 
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Building, Washington 5, D. C. 1950. 78 
pages. $1. 


Covering the legislative history holdings 
of more than thirty major libraries of the 
District of Columbia, this list is an indis- 
pensable tool for the law librarian whose 
clients demand cumulated knowledge and 
short-cuts to answers to their statutory 
problems. 


The result of four years of research by the 
Committee of Law Librarians, the list cum- 
ulates, revises and supplements the lists 
which appeared in the November, 1946 and 
May, 1947 issues of the Law Library Journal. 
It adequately answers the general request 
in Washington libraries for a directory of 
sources of legislative histories, and should 
be useful to those who are looking for the 
intent of Congress as to some fine point of 
law as well as those who seek a general 
history of a particular statute. 


Kentucky Heat, Light and Water 


Taxation of Public Utility Gross Receipts 
in Kentucky. Bureau of Business Research, 
University of Kentucky. Commonwealth of 
Kentucky Legislative Research Commis- 
sion, Frankfort, Kentucky. January, 1951. 
20 pages. 


Prepared for the Committee on Functions 
and Resources of State Government, this 
examination of the generally ignored utilities 
gross receipts tax covers its history from 
the time it was first imposed in 1934. The 
tax is looked upon here from its economic 
and fiscal, legislative and administrative 
aspects, and is illustrated by charts giving 
such information as revenues from various 
utilities (1936-1949), seasonal variations of 
revenues (fiscal years 1936-1937 through 
1948-1949) and the cost of 250 and 100 kilo- 
watt-hours in three Kentucky cities (1936- 
1948). As a source of state revenue the tax 
plays a minor yet important role, and in 
this investigation—which studies its prospects 
thoroughly—gets the consideration it merits. 


ARTICLES 


Excess Profits Taxation . Effects of 
excess profits taxation on utilities investors 
through diminution in earnings is analyzed 
by the author of a recent article. He says: 
“Such a situation impairs the value of utility 
securities and makes difficult the sale of 
equity stocks at a reasonable price.” 


Taxation of this kind, he holds, has re- 
sulted not from excessive profits, but from 
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the basis of calculation called for by law. 
Seven “fundamental principles” are outlined 
in suggestion of how excess profits tax laws 
might be modified in their application to the 
utilities field—Wigand, “Higher Taxes and 
the Utilities,” Public Utilities Fortnightly, 
October 12, 1950. 


As Union Welfare Benefits Grow, So Do 
Tax Problems... “When the cost of living 

. turned downward in October, 1948, it 
became more difficult*for unions to justify 
wage-increase demands. At the same 
time, the National Labor Relations Board 
and the courts were establishing the legal 
rights of unions to bargain with respect to 
social insurance.” Unions turned to so- 
called “fringe” benefits (vacations, holidays 
with pay, and the various forms of social 
insurance) in their demands for further 
compensation for members. 


A New York writer has studied the effects 
of fringe benefits on federal taxation of 
employers. Reasonable expenditures which 
may be taken as deductions as “ordinary 
and necessary expenditures” under Section 
23 (a) of the Internal Revenue Code are 
discussed at length—Gordon, “Tax Effects 
of Union Welfare Funds,” Tax Law Re- 
view, November, 1950. 


Taxes and Management Decisions . 
The important influence of taxation upon 
thinking and efforts of management is the 
topic of a timely law-review investigation. 
It is indeed a problem for the businessman 
to retain enough net income, after state and 
federal taxes have been paid, to provide for 
research, replacement of equipment and ex- 


pansion; particularly is this true of small 
business. 


The author, one-time chairman of the 
Oklahoma State Board of Accountancy, 
slants his article in the direction of small- 
scale oil and gas production. He reminds 
his readers: “Careful study must be made 
of the tax effect of each transaction before 
it is consummated. After the transaction is 
closed nothing can be done to change the 
tax effect. Close cooperation between certi- 
fied public accountants and lawyers working 
with management may result in business 
being conducted in such a manner as to 
permit the retention of earnings required 
by small business to finance expansion, re- 
search, and replacement of assets so vital 
to the continued operation of our system 
of private enterprise.”—Williams, “The Ef- 
fect of Taxes on Management Decisions,” 
Oklahoma Law Review, November, 1950. 


Books ... Articles 


Cooperatives Outmoded .. . Politically, 
economically and taxwise, cooperatives can 
no longer be justified. The 1950’s hold no 
place for such corporations. 


So declare two authors—one of them a 
former Under Secretary of the United States 
Treasury—of this social device which “may 
have been sound and desirable under the 
low tax rates prevailing during the first two 
decades of the income tax.” To exempt the 
net margins of cooperative corporations 
from income taxation constitutes the grant- 
ing of an “unjustified and very substantial 
advantage .. . not enjoyed by their taxed 
competitors.”—Magill and Merrill, “The 
Taxable Income of Cooperatives,” Mich‘gan 
Law Review, December, 1950. 


State Income Tax Withholding ...A 
comprehensive analysis of collection at the 
source as applied to the Oregon state in- 
come tax has been made. Oregon was the 
first state to apply the principle to both 
resident and nonresident taxpayers, and the 
two-year history of its operation offers an 
indication of its success.—Collier, “Oregon’s 
Withholding Tax,” National Tax Journal, 
September, 1950. 


Marital Deduction ... Four types of mar- 


ital bequests most generally employed are 
outlined and examined by a Chicago attor- 
ney.—Edmonds, “Hints on Marital Deduction 
Problems,” Trusts and Estates, October, 1950. 


Corporation v. Partnership or Sole Pro- 
prietorship ... An article has been written 
which compares the tax advantages of these 
various forms of business organization. The 
analyst is a prominent New York City CPA. 
—Seidman, ‘““A Comparison of Tax Advantages 
of a Corporation v. Partnership or Sole 
Proprietorship,” Journal of Accountancy, 
August, 1950. 


Accounts Receivable Financing . . . The 
effects of the recent amendment to Sec- 
tion 60 (a) of the Bankruptcy Act on ac- 
counts receivable financing are weighed. 
This amendment substituted a hypothetical 
lien creditor test for the former hypotheti- 
cal bona-fide purchaser test in defining the 
perfection of a transfer.—Conwill and Ellis, 
“Much Ado About Nothing: The Real Ef- 
fect of Amended 60 (a) on Accounts Re- 
ceivable Financing,” Harvard Law Review, 
November, 1950. 


Administrative Law—Federal . . . Dis- 
cussed in this lengthy article are “changing 
ideas of American executive power” as they 
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relate to administration and administrative 
law, with reference to the writings of Freund, 
Wyman, Goodnow and Willoughby.—Grund- 
stein, “Presidential Power, Administration 
and Administrative Law,” George Washing- 
ton Law Review, April, 1950. 


Authority on Appeal . . . Briefing and 
argument of an appeal is the subject matter 
of this article, written by an associate jus- 
tice of the Appellate Division of the New 
York Supreme Court.—Carswell, “The Brief- 





ing and Argument of an Appeal,” Brooklyn 
Law Review, April, 1950. 


“Freedom from the Press” .. . Is free- 
dom of the press abundantly realized, is 
the individual as much interested in freedom 
from the press as he is in freedom of the 
press, and what is the relationship of gov- 
ernment, press and individual? For an an- 
swer, see Donnelly, “Government and Free- 
dom of the Press,” Illinois Law Review, 
March-April, 1950. 








a corporation had accumulated surplus im- 
properly would be presumptively correct 
under the general rule. 


Another peculiarity of the burden-of-proof 
doctrine is that it is capable of putting the 
burden of proof on one who is not the 
taxpayer if the Commissioner’s determina- 
tion asserts that he is. For example, in 
questions of affiliation, the burden of proof 
is on the taxpayer to show affiliation, and 
it cannot be established by estoppel, that 
is, by relying on the Commissioner’s actions 
in prior years to foreclose him from claim- 
ing a different state of facts in a later year.* 


An exception to the general rule of the 
Taylor case, that the taxpayer need only 
show error in the Commissioner’s determina- 
tion, has been held to exist where the Com- 
missioner has prepared a return from all 
available information in a case where the 
taxpayer has failed to file a return, The 
burden of proof is then on the taxpayer to 


show what his correct taxable income was.” 


Impossibility of proof does not affect 
the burden, which is still on the taxpayer.” 
A corollary of this doctrine is that the 
failure of the Commissioner to respond to 
a subpoena duces tecum does not shift the 
burden of proof as to the matters covered 
by the subpoena.” This is a most peculiar 


rule. It is questionable if it would be fol- 
lowed in every situation where it could 
arise. The failure of the Commissioner to 


produce documents or information in his 
possession when called upon to do so should 





38 Joseph Denunzio Fruit Company, 16 BTA 
1326 (1929), aff'd 49 F. (2d) 41 (CCA-6, 1931), 
cert. den. 284 U. S. 671; Valley Bank, 18 BTA 
48 (1929): Novelty Manufacturing Company, 
CCH Dec. 2619, 7 BTA 676 (1927); West Hunts- 
ville Cotton Mills Company, 22. BTA 1216 (1931). 

3° Burd, CCH Dec. 6006, 19 BTA 734 (1930); 
Green, CCH Dec. 3736, 11 BTA 184 (1928); 
Smith v. Glenn, 46-2 ustc J 9353, 67 F. Supp. 
262 (DC Ky.). 
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certainly have no less an effect than to 
eliminate any presumption in favor of the 
correctness of his findings insofar as they 
relate to the matters covered by the request. 


Suggested Improvements 


This brief summary of the present state 
of the tax law relating to the burden of 
proof should be sufficient to show in what 
an unsatisfactory state it is. The doctrine 
is applied haphazardly and unevenly and 
can be and is a mask for the intuition of 
judges and administrators when it is not 
actually a trap for an unlucky or unwary 
taxpayer. 

A great improvement in the state of the 
law would result from a statutory provision 
requiring the Commissioner to state the 
grounds for his determination in his defi- 
ciency letter and providing that the burden 
of proof shall be on the taxpayer only as 
to the matters so stated. This would not 
prevent the Commissioner from advancing 
other contentions or raising new issues 
but would require that such new matters 
should invariably be decided without the 
benefit of any presumption in favor of the 
Commissioner as to them. Such an enact- 
ment would probably result in a substantial 
decrease in the’ number of cases now de- 
cided on the basis of failure of proof, which, 
as the Second Circuit Court of Appeals 
once remarked, is an unsatisfactory way 
to decide a litigation.” [The End] 


40 Johnson v. Commissioner, 37-1 ustc { 9200, 
88 F. (2d) 952 (CCA-8); Johnson v. Commis- 
sioner, 39-2 ustc { 9654, 105 F. (2d) 454 (CCA-8), 
cert. den. 308 U. S. 625; Gregory, CCH Dec. 
4702, 14 BTA 907 (1928). 

41 Darling Brothers Company, CCH Dec. 776, 
2 BTA 612 (1925). 

4 Taylor v. Commissioner, 35-1 ustc {| 9321, 76 
F. (2d) 904 (CCA-2). 





= 
ee 






t 
é 
4 


0 Ns art" 2 


af Th Siena hala a 










te 
of 
at 
1e 
id 
of 
ot 
ry 


he 
on 
he 
fi- 


en 


1ot 
ng 


1es 


the 
the 
ct- 
tial 
de- 
ich, 
‘als 
yay 
1d} 
200, 
nis- 
-8), 
ec. 


76, 





i 
4 
4 
hu) 
=| 





Administrative ce 





Federal Taxes 
INCOME 


Accrual of travel expenses.—Facts: The 
taxpayer entered into a contract with a 
defense corporation to erect and extend 
facilities for the corporation. Pursuant to 
the terms of the contract, the taxpayer was 
to be reimbursed for travel expenses paid 
its employees for trips made in connection 
with the contract. The employees were 
guaranteed payment of their travel expenses 
when they were hired. When reimburse- 
ment claims for these travel expenses were 
presented by the taxpayer, however, the 
contracting corporation refused to honor 
them. A continuous controversy arose over 
these claims. The taxpayer, who was on an 
accrual basis, accrued these expenses on its 
books. Can the taxpayer deduct the amounts 
of the expenses incurred? 


Decision: The record establishes that the 
taxpayer became unconditionally liable for 
the payment of traveling expenses of its 
engineers when it employed them, irrespec- 
tive of whether the taxpayer was reimbursed 
therefor by the defense corporation. The 
dispute between taxpayer and the corporation 
as to the amount for which the taxpayer 
should be reimbursed did not affect the 
taxpayer’s right to accrue the expenses 
in the years in which they were incurred. 
To a taxpayer on an accrual basis, expenses 
are deductible when the liability becomes 
fixed and the amount is either ascertained 
or definitely ascertainable from the facts 
known in the taxable year.—Pittsburgh In- 
dustrial Engineering Company, CCH Dec. 
18,037(M) (9 TCM 1132). 


Ordinary income or capital gain.—Facts: 
At the time the taxpayer joined a certain 
law firm, it had already been employed to 
conduct certain litigation on a contingent-fee 
basis. An attorney in another state was also 
employed in the case, and he was to receive 
as his fee the other one half of the contin- 


Interpretations 





gent fee. The taxpayer, at the time of his 
joining the firm, had it understood that he 
would take no part in the litigation and 
would receive no part of the fee. In the 
same year the taxpayer became a firm member, 
the out-of-state lawyer became ill and was 
short of funds. As a consequence, he as- 
signed one half of his interest in the fee, 
for a cash consideration, to the taxpayer 
and two other lawyers in the firm. Three 
years later, the litigation was settled, and 
the taxpayer was paid his part of one half 
of the out-of-state attorney’s part of the 
fee. This part of the fee the taxpayer re- 
turned as long-term capital gain. The Com- 
missioner contended that this sum should 
have been treated as ordinary income from 
fees for services. 


Decision: The gain realized by the tax- 
payer from the collection and settlement of 
the interest which he owned in the fee was 
not capital gain, because in the collecting 
of the amount which petitioner received, he 
did not sell or exchange anything. Even 
assuming that the interest which the tax- 
payer purchased in the fee was a capital 
asset within the meaning of Section 117 
(2) (1), the taxpayer cannot prevail. What 
he received by reason of his ownership of 
part of the fee was not received as a result 
of a sale or exchange of his interest in the 
fee; it was merely a collection of his in- 
terest in the fee—Fahey, CCH Dec. 18,039 
(46 TC —, No. 13). 


Dividends v. commissions. — Facts: The 
taxpayer is a corporation engaged in the 
sale of beauty supplies. Its original capital 
stock was issued for cash to two persons. 
The principal stockholder, Mrs. Schuer- 
mann, held seventy-four per cent of the 
stock. She did not engage in any selling 
activities of the enterprise but rendered 
certain other services from time to time. 
The corporate minutes for each of the tax- 
able years in question provided that the 
authorized commission of Mrs. Schuermann 
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was to be set at five per cent of the total 
net sales for the year. Accordingly, at the 
end of each of the taxable years, an amount 
representing five per cent of the taxpayer’s 
net sales was credited to a ledger account 
entitled “accrued commissions.” In each 
respective following year, these amounts 
were paid by check to Mrs. Schuermann. 
The taxpayer contends that these payments 
were made as “compensation for personal 
services actually rendered” by Mrs. Schuer- 
mann and constituted an ordinary and 
necessary expense within the purview of 
Section 23 (a). 


Decision: The amounts paid to Mrs. 
Schuermann as “commissions” were dis- 
tributions of corporate profits in the nature 
of dividends and, therefore, not deductible 
as ordinary and necessary expenses of the 
business. The facts that the payments bore 
no relation to the amount of services ren- 
dered and were a fixed percentage of net 
sales, which percentage did not vary from 
year to year, coupled with the facts that 
the recipient was a seventy-four per cent 
stockholder and that there was no evidence 
that although the business was profitable, 
any dividends, as such, were ever paid, 
lead to the conclusion that these payments 
were, in fact and in reality, distributions of 
profits in lieu of dividends.—Heil Beauty 
Supplies, Inc., CCH Dec. 18,029(M) (9 
TCM 1125). 


Employee’s annuity.— Facts: The tax- 
payer received money, as the designated 
dependent of her deceased husband, under 
the provisions of a group life insurance 
contract between the husband’s employer 
and an insurance company. The premium 
cost of the contract was paid by the em- 
ployer and neither the taxpayer’s deceased 
husband nor she paid any part of such cost. 
It was contended that the insurance pro- 
ceeds paid to the taxpayer should be in- 
cluded within her taxable income. 


Decision: The entire amount paid to the tax- 
payer is includible in her gross income under 
Section 22 (a) and/or Section 22 (b) (2)— 
Higgs, CCH Dec. 18,021 (16 TC —, No. 2). 


Interest on tax claim after filing of peti- 
tion for reorganization.—Facts: A contro- 
versy arose over the allowability of tax-claim 
interest which accrues after the filing of a 
petition for reorganization. 


Decision: Such interest is allowable and 
must be accorded the same priority as the 
principal. The interest on taxes is ordinarily 
regarded as an accretion to and a part of 
the taxes, and such a claim, which includes 





the interest thereon, is provable in a corpo- 
rate reorganization under Chapter X. The 
rule in the City of New York v. Saper, 336 
U. S. 328, case is limited in its application 
to proceedings in bankruptcy, as distin- 
guished from reorganization proceedings.— 
In re Lexington Homes, Inc., CCH BANK- 
ruptcy LAw Reports {56,872 (DC N. Je). 


Working in foreign country.—Facts: The 
taxpayer, a citizen of the United States, 
went to Iran under a contract of employ- 
ment. The contract was to run for an 
indefinite period and was to terminate at 
the will of the employer. Board, room and 
transportation were furnished by the em- 
ployer. The taxpayer intended to remain 
in Iran for only the time -required by his 
employment. He maintained a home for 
his wife and family in the United States 
during his absence. The taxpayer contended 
that he was a bona-fide resident of Iran 
and, therefore, pursuant to the provisions 
of Section 116 (a), exempt from income tax 
on income which he earned without the 
United States. 


Decision: The taxpayer was not a “resi- 
dent” of Iran so as to warrant exclusion 
of the income he received for services per- 
formed there from his gross income.— 


Weeks, CCH Dec. 18,081 (16 TC—, No. 33). 


Unexpended customers’ deposits for ad- 
vertising and sales promotion.—Facts: A 
corporation entered into agreements with 
some of its customers to furnish designated 
advertising material and services and the 
customers agreed to pay therefor a price 
in excess of the base price paid by those not 
entering into such agreements. Advertising 
accounts carried in the names of participat- 
ing customers were credited with amounts 
received and charged for advertising ma- 
terial and services rendered and for any 
refunds made. A question arose over the 
inclusion in the taxpayer’s gross income 
of the amounts reflected in the credit bal- 
ances in accounts carried on the taxpayer’s 
books in the names of customers who 
entered into the agreements with the taxpayer. 


Decision: The excess of credits over 
charges to these accounts is includible in 
the taxable income of the taxpayer.. The 
taxpayer received, under the agreements 
with its customers, substantial amounts for 
advertising material and services in excess 
of expenditures. There was no reasonable 
assurance that the excess amounts would 
ever be expended for the customers, in full 
or in substantial part. The amounts did 
not constitute a trust fund. They were paid 


242 March, 1951 @ TAXES—The Tax Magazine 






i 
} 
i 
ul 
ef 







hi 


se 


Ww 
hi 

be 
hi 
pl 
Ww 

al 
th 
ac 


th 


pr 


be 
ac 
pr 
po 


as 


de 


18 
In 





sho 
yer. 


ver 
in 
Che 
nts 

for 


cess 
able 
suld 
full 
did 
paid 





in consideration of the taxpayer’s promise 
to furnish designated advertising material 
and services. They belonged to the tax- 
payer, and it treated them as its property 
by commingling them with its other assets. 
Having been received under claim of right 
and with restriction as to disposition, they 
constitute income in the year of receipt or 
accrual notwithstanding that the taxpayer 
might in later years make refunds or expendi- 
tures with respect to them.—Krim-Ko Corpo- 
ration, CCH Dec. 18,023 (16 TC —, No. 5). 


ESTATE 


Contemplation of death: Previously taxed 
property.—Facts: The decedent made gifts 
of stock representing a very small part of 
his total assets to his only daughter in 
the year of his death and in the year 
previous thereto. These gifts were in 
addition to trusts set up by the decedent 
for the daughter and her three children. 
The gifts were made because of the limited 
finances of the daughter and because two 
ot her children were in college at the time. 


Although the decedent was eighty-two years © 


old at the time of his death, his health had 
always been good. Were these gifts made 
in contemplation of death? 


Decision: The gifts were not made in 
contemplation of death. They were not 
part of a general testamentary plan and were 
modest gifts in comparison to the size of 
his estate. 


Facts: The same decedent received cash and 
securities as his distributive share of his 
wife’s estate. Some of the bonds so received 
were called and redeemed two years after 
his wife’s death, and the proceeds of the 
bonds were deposited by the decedent in 
his bank account. By such deposit, the 
proceeds of the bonds were commingled 
with a previously deposited balance. At 
all times thereafter and up to the date of 
the decedent’s death, the balance in the 
account was never less than the amount 
received on the bond redemption. Were 
the proceeds of these bonds deductible as 
property previously taxed? 


Decision: The established rule appears to 
be that so long as the balance in the bank 
account never falls below the amount of the 
prior-taxed property which has been de- 
posited in the account, the full amount of 
such prior-taxed property is to be regarded 
as remaining in the bank account and is 
deductible from the gross estate as prop- 
erty previously taxed.—Coffin, CCH Dec. 
18,031(M) (9 TCM 1129). : 


Interpretations 


State Taxes 


INCOME 
Ordinary and necessary business expenses 


in Wisconsin.—Facts: The taxpayer sub- 
scribed to a fund to enlarge two local 
hospitals and, before the end of its fiscal 
year, paid part of its pledge. It kept its 
accounts on the accrual basis, and it de- 
ducted the entire pledge as an ordinary and 
necessary business expense on its return 
for that year. The Department of Taxation 
disallowed it as a business expense but 
recognized it as a charitable contribution 
and allowed a deduction for the amount 
actually paid that year, assessing income 
taxes against the remaining sum, The fund 
to which the taxpayer contributed was being 
raised to give effect to the group hospital- 
ization plans then in force in industrial 
plants within the locality and to which the 
taxpayer belonged. 


Decision: The money pledged to the fund 
could not be deducted by the taxpayer as an 
ordinary and necessary business expense. 
In order for a contribution to be so de- 
ductible, there must be not only a business 
motivation but also a direct relationship 
between the expense and the anticipated 
return to the taxpayer.—Wisconsin Depart- 
ment of Taxation v. Belle City Malleable Iron 
Company, 2 State Tax Cases J 250-117 
(Was: S.. Cb): 


Receipt by Massachusetts resident of in- 
terest in real estate upon corporate liquida- 
tion.—Facts: The taxpayer, a Massachusetts 
resident and a stockholder in a foreign cor- 
poration, received a conveyance of an un- 
divided interest in certain real estate of the 
corporation, upon its liquidation, which was 
proportionate to the amount of his stock. 
This real estate was not located in Mas- 
sachusetts. It represented the accumulated 
profits of the corporation. The taxpayer 
contended that the transfer of an interest 
in the corporate realty does not come within 
the Massachusetts income tax statute and 
that the statute, if construed to reach it, 
would be unconstitutional, since it would 
be an attempt to tax real estate located 
beyond Massachusetts boundaries. 


Decision: The taxpayer is not liable for 
Massachusetts income taxes on such transfer. 
Since the Massachusetts income tax has 
been uniformly classified as a property tax, 
such ‘a tax cannot be imposed upon real 
estate for whose benefit and advantage it 
has not afforded and cannot afford security 
and protection.—Riesman v. Commissioner of 
Corporations and Taxation, 2 State TAx 
CAsEs ¥ 250-118 (Mass. S. Jud Ct.). 
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later abandoned, he may take a $100,000 
loss. On the other hand, if the tenth prop- 
erty is a producer, the $100,000 cost basis 
is reduced by depletion, and whether ‘any 
of it is ever available as a loss depends 
upon the amount of depletion taken on the 
producing property. 

The second risk is to percentage deple- 
tion. A good many of the applicants for 
a change to the deduction method probably 
believed that the exploration costs would 
be deductible from their income from all 
sources. Exploration costs must be al- 
located among producing properties in pro- 
portion to the gross income from each 


ACQ. AND NON-ACQ.—Continued from page 178 


property, and the amount allocated to a 
property may be deducted only against the 
income from that property. When the de- 
duction exceeds net income, the excess 
must be carried over to the next year and 
be similarly applied. This means, of course, 
that in the beginning there will be no allow- 
ance of percentage depletion, since per- 
centage depletion may not exceed fifty per 
cent of the net income from the property. 
The effect will probably also be felt in 
subsequent years. 


ALBERT H. MONACELLI 
New York City 





CALIFORNIA’S MARITAL EXEMPTION AND ITS EFFECT ON THE 
| INHERITANCE TAX LAW—Continued from page 230 


that the state gift tax law was not similarly 
favored by legislative attention.™ 


This exemption will probably result in a 
smaller reduction in the state revenues than 
has been anticipated. Much of the separate 
property of California is treated, for in- 
heritance tax purposes, as community prop- 
erty by reason of the “Tomaier rule.”* 
Since the community-property exemption 
continues to be much more inviting than 
the inheritance-tax treatment of separate 


24 Although most people consider the state gift 
tax as a relatively insignificant item, it actually 
imposes a greater levy than the federal gift tax 
in many situations. This is true because of 
the difference in exemptions under the two 
taxes as well as the special treatraent accorded 
to gifts by and between spouses under the Rev- 
enue Act of 1948. Code Sections 1000 (f), 
1004 (a) (3). The following examples will indi- 
cate the extent of California’s ‘‘discrimination”’ 
against owners of separate property. The ex- 
amples assume a gift of the indicated amount 
to a nonrelative by a married person who has 
made no previous gifts of substantial amounts 
during his lifetime. 


Amount of gift Federal tax California tax 


S 90,000........ $ None $ 3,846.50 
100,000......... 1,905 9,766.50 
, ee 17,190 21,766.50 


2 Tomaier v. Tomaier, 23 Cal. (2d) 754, 146 
Pac. (2d) 905 (1944). The language of that 
decision has been held responsible for the 
present practice of treating jointly owned assets 
as community or joint-tenancy property accord- 


property, even with the marital exemption, 
we may expect to see the latter utilized only 
when success under the Tomater rule is 
hopeless because of adverse evidence or a 
widow’s reluctance to testify that she and her 
deceased husband had always referred to 
the property in question as “ours.” The 
exemption, nevertheless, does represent an 
important factor to be taken into account 
in the process of planning for the testamentary 
disposition of property.” [The End] 


ing to the whim and tax consciousness of the 
surviving spouse. It is said that record title 
will not control the status of property held by 
spouses. Oral evidence is admissible to indicate 
their intention and the ‘‘true’’ status of such 
property. . 


2 One further question has arisen since the 
writing of this article. On the face of the new 
statute it seems obvious that the surviving 
spouse need receive none of the decedent’s 
separate property to qualify for the exemption. 
A transfer of the decedent’s share of the com- 
munity property will suffice. The Senate Fi- 
nance Committee has indicated a similar con- 
clusion with respect to the federal marital 
deduction. See the report of the Senate Com- 
mittee on Finance, cited in footnote 1, pp. 285, 
344-345. 


The California Inheritance Tax Department, 
however, has apparently taken the position that 
the state exemption should be allowed only to 
the extent that separate property is transferred 
to the surviving spouse. Irrespective of undis- 
closed legislative intent, the clear words of the 
exemption statute do not justify such a position. 
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Depreciation Regulations 


The depreciation regulations have been 
amended. The amendments are effective, 
for the most part, for 1950 and subsequent 
taxation years. Some of the most important 
of these amendments are: 


(1) The fifty per cent depreciation rate 
class has been revoked and lending library 
books, dies, jigs and patterns now qualify 
for 100 per cent depreciation. (Classes 11, 12.) 


(2) Class 2, formerly given a rate of four 
per cent, is increased to six per cent, appli- 
cable to electrical generating equipment 
and plants, pipelines, gas manufacturing 


and distributing equipment and plants, and. 


water-distributing equipment and plants, 


(3) Tools and kitchen utensils costing 
less than fifty dollars are now subject to 
100 per cent depreciation. (Class 12.) 


(4) Tramway track is subject to 100 per 
cent depreciation on its undepreciated capi- 
tal cost in the year that tramcar service is 
discontinued, trolley busses are treated as 
automotive equipment and property of trol- 
ley bus systems is treated the same as 
property of tramway systems. (Class 4(c).) 


(5) Electrical generating equipment hav- 
ing a maximum load capacity of fifteen 
kilowatts or less is subject to a twenty-five 
per cent depreciation rate. (Class 9(e).) 


(6) Railway grading is subject to a four 
per cent depreciation rate effective for 1949 
and subsequent taxation years. (Class 1(h).) 


(7) Franchises for distributing gas to 
consumers are excepted from Class 14(a), ef- 
fective for 1949 and subsequent taxation years. 


Deduction of Bond Interest 


The taxpayer was organized to purchase 
the outstanding share capital of another 
company. It issued debentures for that 
purpose. It claimed that the bond interest 
was deductible from income as interest paid 
on borrowed money, that no dividends were 
received from the shares purchased and that 
all the profits were derived from the opera- 
tions of its business. 


Canadian Tax Letter 





Canadian Tax Letter 





The taxpayer’s claims were dismissed. 
The expense of buying the shares was an 
expense incurred to earn nontaxable income 
within the meaning of Section 6(5) of the 
Income War Tax Act, whether income had 
been received or not, because the dividends 
payable on those shares were not liable to 
taxation according to Section 4(n). The 
interest payable cannot be considered as 
interest on borrowed capital by Section 
5(1)(b), because the money borrowed had 
been used to buy share capital—Vancouver 
Airline Limousines, Ltd. v. Minister of Na- 
tional Revenue, CCH DomMINion Tax CASES 
q 1-184. 


Commercial Traveler 


The taxpayer is a commercial travelef 
representing several business houses. He 
did not make sales or contracts for the 
concerns for whom he acted, his authority 
being confined to obtaining orders for them 
and transmitting such orders to them. He 
assumed all expenses for the carrying out 
of his calling and in no year did his com- 
missions come from only one concern. He 
was free to go and solicit orders as he saw 
fit for any one of the business concerns 
for which he acted. He operated from his 
own house and selected his own customers, 
his remuneration depending on his own 
efforts and their results. He was not sub- 
ject to the direction or control of any one 
of the business houses. He was independent 
of them and his own master. It was found 
that the merchandise for which the taxpayer 
solicited orders was the most important 
factor in his success. The question con- 
cerned the imposing of an excess profits 
tax upon the income of the taxpayer. 


The taxpayer was held to be liable for 
tax. He cannot be considered as carrying 
on a “profession” where the profits are 
dependent wholly upon his personal qualifica- 
tions. His merchandise is the most im- 
portant factor in his success and, therefore, 
Section 7(b) of the Income War Tax Act 
is inapplicable. The Mifister stated that he 
was not satisfied that the taxpayer was 
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virtually an employee and was not, there- 
fore, exempt under the proviso to Section 
7(b). As to this point, the section provides 
that the Minister’s decision shall be final 
and conclusive. As the taxpayer had not 
contended that the Minister’s decision was 
arbitrary and reached upon a wrong prin- 
ciple, it followed from all points of view 
that Section 7(b) did not relieve the tax- 
payer. The earnings of the taxpayer fell 
within the terms of the charging provisions, 
and since they were not specially exempted, 
they were taxable—Blackwell v. Minister 
of National Revenue, CCH Dominion TAX 
Cases § 87-098. 


Depreciation of Intangibles 


The taxpayer purchased certain rights 
and agreements and claimed a depreciation 
allowance as to an “amortization.” It con- 
tended that although they cannot be a 
physical asset to be consumed, there is time 
to be used up, that from the time of their 
creation they had only a_ predetermined 
period of existence and that that period of 
existence is a real asset. 


The Board held that the Income War 
Tax Act does not deal with intangibles. 
Therefore, depreciation is limited to com- 
pensation for losses due to the wear and 
tear of tangible assets only.—No. 7 v. Minis- 
ter of National Revenue, CCH DomINIon 
TAx CASEs J 1-179. 


Mortgage Interest 


The taxpayer purchased property, using 
a mortgage to complete the payment of the 
purchase price. It claimed that the interest 
on the mortgage was deductible from in- 
come as a payment in the nature of rent 
and as interest on borrowed money. The 
Minister submitted that the debt on which 
the interest was paid represented nothing 
more than a balance of the purchase price. 


The Minister was held to be correct. For 
the provisions of the Income War Tax Act 
to apply, the interest must be paid in con- 
nection with borrowed capital used in a 
business to earn income. There must be 
the relationship of borrower and _ lender. 
That relationship did not exist here. The 
debt on which the interest was paid repre- 
sents only a balance of the purchasé price.— 
Spanner Products, Ltd. v. Minister of Na- 
tional Revenue, CCH Dominion TAx CASES 
q 1-181. 
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Business Losses 


The taxpayer wanted to deduct from his 
income from other sources, which included 
salary as sales engineer, income as com- 
mission agent, director’s fees and investment 
income, the losses from his farming opera- 
tions. He claimed they were business 
losses. The Minister submitted that the 
taxpayer’s chief occupation was sales engi- 
neer and commission agent and the farm 
losses could not be deducted under Section 
5(1)(p) of the Income War Tax Act. In 
the alternative, the Minister submitted that 
the expenses of operating the farm were 
personal and living expenses and were ex- 
pressly not deductible under Section 6(1) (f). 


The taxpayer’s appeal was dismissed. 
There was no evidence to show that the 
Minister had exercised the power given to 
him under Section 10(2) to determine the 
chief occupation of the appellant, and, fur- 
ther, the Minister has no authority to dis- 
allow business losses. However, it was 
proved that the losses had been sustained 
from one occupation only, farming, and 
there was nothing in the evidence to show 
that an over-all loss from all the taxpayer’s 
activities was sustained during those years. 
—Stacey v. Minister of National Revenue, 
CCH Dominion Tax CASEs 1-183. 


Transfer of Portion of Business 


At the time of her marriage, the taxpayer 
transferred her business to herself and her 
husband. Each received an equal share of 
the profits. In addition, the husband re- 
ceived extra compensation for managing 
the business. The Minister, relying on the 
strict wording of Sections 31 and 32 of the 
Income War Tax Act, added the husband’s 
income to the taxpayer’s income and 
assessed her accordingly. 


The taxpayer’s appeal from the Minister’s 
action was allowed in part and reassessment 
ordered. Section 32(2) does not apply only 
to transfers made for the purpose of evad- 
ing income tax. The heading of the section, 
“Transfers to Evade Taxation,” has lim: 
ited use. There must be some ambiguous 
expression in a section before the heading 
can be invoked to define its meaning. With 
regard to the husband’s salary, he is the 
owner of half of the business, but he is 
working for himself and his wife, and, 
therefore, only half of his salary should 
be added to the taxpayer’s income.—Good- 
man v. Minister of National Revenue, CCH 
DomINIon Tax CasEs 1-180. 
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ANALYSIS OF 1950 EXCESS PROFITS TAX LAW— 
Continued from page 192 | 











tion of taxable-year capital additions or 
reductions. 

New Corporations—A corporation which 
commenced business after the first day of 
its base period is specially provided for 
under a calculation which provides a “tenta- 
tive rate of return” for the industry classifi- 
cation into which it falls, and, assuming it 
meets other requirements and safeguards, 
it is permitted to calculate its credit on the 
basis of the typical rate of earning in its 
industrial grouping. The rates are set forth 
in Appendix A of instructions for Schedule 
EP (Form 1120) and the specific provisions 
governing same are set forth in Section 445. 

Abnormalities During Base Period.—For a 
corporation which commenced business on 
or before the first day of its base period, 
in the event of certain prescribed abnor- 
malities,* Schedule EP (Form 1120) contains 


Schedule EP-5(B) providing the form for _ 


(Footnote 7 continued) 


“(3) TOTAL ASSETS.—For the purposes of 
this subsection the taxpayer’s total assets as 
of any day shall be determined as of the begin- 
ning of such day and shall be an amount equal 
to the sum of the cash and the property other 
than cash, held by such taxpayer for the pur- 
poses of the business. Such property shall be 
included in an amount equal to its adjusted 
basis for determining gain upon sale or ex- 
change. In case the taxpayer has the privilege 
under section 141 of filing a consolidated return 
for its first taxable year under this subchapter, 
the total assets of the affiliated group as of 
any day shall be determined under regulations 
prescribed by the Secretary. 

(4) TOTAL PAYROLL.—As used in this 
subsection the term ‘total payroll’ with respect 
to any period means the sum of the salaries, 
wages, commissions, and other compensation 
paid or incurred by the taxpayer during such 
period for personal services actually rendered 
by employees, excluding the amount thereof 
which is allowable as a deduction under sec- 
tion 23 (p) and excluding any compensation 
paid in .any medium other than cash. In the 
event that a taxable year falls partly within 
such period, there shall be allocated, for the 
purposes of this paragraph, to the portion of 
the year within such period an amount of the 
salaries, wages, commissions, and other com- 
pensation for such year in the same proportion 
as the number of months in such year within 
the period bears to the total number of months 
in such year. 

‘“(5) GROSS RECEIPTS.—As used in this 
subsection the term ‘gross receipts’ with respect 
to any period means the sum of: 

“(A) The total amount received or accrued 
during such period from the sale, exchange, or 
Other disposition of stock in trade of the tax- 
Payer or other property of a kind which would 
properly be included in the inventory of the 
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calculation of adjustments if this type of 
relief provision is to be availed of. This 
new Section 442 has some of the failings 
of the old Section 722 under the law in 
effect during World War II but does attempt 
to provide a formula for the calculation of 
the relief. The tentative rates of return 
previously mentioned for each particular 
industry classification are utilized in the 
formula provided for such relief. 


Change in Product or Service.—Section 
443 provides relief for a corporation which 
commenced business on or before the first 
day of its base period, made a change in 
products or services during the last thirty- 
six months in the base period and otherwise 
qualifies for the formula provided to re- 
move the hardship resulting therefrom. 
Schedule EP-5(C) provides the form for 
the calculation. Again the tentative rate 
of return for the taxpayer’s specific in- 





taxpayer if on hand at the close of the taxable 
year, or property held by the taxpayer pri- 
marily for sale to customers in the ordinary 
course of its trade or business, and 

“(B) The gross income, attributable to a 
trade or business regularly carried on by the 
taxpayer, received or accrued during such 
period excluding therefrom— 


“*(i) Gross income derived from the sale, ex- 
change, or other disposition of property; 

‘*(ii) Gross income derived from discharge of 
indebtedness of the taxpayer; 

“‘Giii) Dividends on stocks of corporations; 
and 

“(iv) Income attributable to recovery of bad 

debts. 
“In the event that a taxable year falls partly 
within such period, there shall be allocated, 
for the purposes of subparagraphs (A) and 
(B), to the portion of the year within such 
period an amount of the total gross receipts 
(as defined in such subparagraphs) for such 
year in the same proportion as the number of 
months in such year within the period bears 
to the total number of months in such year.”’ 

8 Section 442 (a): ‘IN GENERAL.—If a tax- 
payer which commenced business on or before 
the first day of its base period establishes that, 
for any taxable year within, or beginning or 
ending within, its base period: 

““(1) normal production, output, or operation 
was interrupted or diminished because of the 
occurrence, either immediately prior to, or 
during such taxable year, of events unusual 
and peculiar in the experience of such tax- 
payer, or 

““(2) the business of the taxpayer was de- 
pressed because of temporary economic circum- 
stances unusual in the case of such taxpayer, 
“‘the taxpayer’s average base period net income 
determined under this section shall bé the 
amount computed under subsection (c) or (d), 
whichever is applicable.’’ 





247 





dustry classification is utilized in the formula 
to provide relief. 


Increase in Capacity for Production or Oper- 
ation—Section 444 provides that a corpora- 
tion which commenced business on or before 
the first day of its base period and made 
an increase in capacity for production or 
operation of prescribed dimensions during 
the last thirty-six months of its base period 
may use an alternative average base period 
net income in calculating its credit. Sched- 
ule EP-5(D) provides the form on Schedule 
EP (Form 1120) for the calculation and use 
of the relief formula provided for in Sec- 
tion 444. Again the tentative rate of return 
for the taxpayer’s industry classification 
is considered in the relief formula. 


Depressed Industry Subgroups —Under Sec- 
tion 446, if a corporation commenced busi- 
ness on or before the first day of its base 
period and the industry subgroup of which 
it is a part was depressed during the base 
period, it may, upon timely application 
described in Section 447(e), use an alterna- 
tive average base period net income. Sched- 
ule EP-5(E) of Schedule EP (Form 1120) 
provides the form for the calculation of the 
credit in the event this particular relief 
formula is to be utilized. 


Inconsistent Position—Special treatment 
and adjustment are provided where a posi- 
tion, as related to the treatment of an item 
or transaction, is inconsistent as between 
the tax year and the base years. Section 
452 authorizes an adjustment to the excess 
profits tax in certain cases in which the 
treatment of an item or transaction for 
excess profits tax purposes is inconsistent 
with prior erroneous treatment of such item 
or transaction for income tax purposes and 
correction of the error is prevented by some 
provision or rule of law such as the stat- 
ute of limitations or res judicata. 


Generally, an adjustment with respect 
to a position inconsistent with prior income 
tax liability is made if: (1) in determining 
at any time the excess profits tax of the 
corporation, an item affecting the excess 
profits credit is treated in a manner incon- 
sistent with the treatment accorded such 
item in the determination of the income 
tax liability of such corporation or a prede- 
cessor for a taxable year or years ending 
before July 1, 1950; (2) the treatment of 
such item in the prior taxable year or 
years consistent with the determination 
for the purposes of the excess profits tax 
would effect an increase or decrease in the 
amount of the income taxes determined 
for the prior taxable year or years; and 


(3) on the date of such determination of 
the excess profits tax, correction of the 
effect of the inconsistent treatment in any 
one or more of the prior taxable years is 
prevented (except for the provisions of 
Section 3801) by the operation of any law 
or rule of law (other than Section 3761 
relating to the compromises). 


In case the net effect of the adjustment 
would be a decrease in the income taxes 
previously determined for such year or 
years, the adjustment will be made only 
if there is adopted in the determination a 
position maintained by the Secretary. In 
case the net effect of the adjustment would 
be an increase in the income taxes previously 
determined for such year or years, the ad- 
justment will be made only if there is 
adopted in the determination a position 
maintained by the taxpayer with respect to 
whom the determination is made. However, 
either position must be inconsistent with 
the treatment accorded such item in the 
prior taxable year or years which was not 
correct under the law applicable to such year. 


The amount of adjustment authorized 
under the provisions of Section 452 is to be 
ascertained as provided in Section 452 (d). 
In general, the difference between the ag- 
gregate of the increases, plus the interest 
attributable to each, and the aggregate of 
the decreases, plus the interest attributable 
to each, will be the increase or decrease, as 
the case may be, which is added to or sub- 
tracted from the excess profits tax otherwise 
computed for the taxable year with respect 
to which the inconsistent position is adopted. 


General.—Therefore, in the event that the 
income basis is to be used in determining 
the excess profits credit, all of the fore- 
going considerations must be evalued in 
the selection of the numerous special form- 
ulas which are provided as relief from 
abnormalities among corporations which 
would result in extreme hardship if the 
general formula taking eighty-five per cent 
of the best three years in the base period 
were used as the excess profits credit. 


Application Required—Under Section 447 
(e), application must be made on the form 
prescribed as a prerequisite for invoking 
or availing oneself of any of the following 
relief sections: 


Section 442. Abnormalities During Base 
Period. 


Section 443. Change in Products or Serv- 
ices, 


Section 444. Increase in Capacity for 
Production or Operation. 
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Section 445. New Corporations. 


Section 446. Depressed Industry Sub- 
groups. 


Schedule EP-5 of Schedule EP (Form 
1120) is the form specifically provided for this 
purpose, and if made with the original return, 
it should be filed with and as part of 
Form 1120 for the taxable year. If the 
application is not filed with the original 
return, it should be filed with and as a part 
of an amended return or, where applicable, 
with Form 843. Specific attention is called 
to the fact that Schedule EP-5 has in each 
of its five subsections, as the first item, 
the following statement: ‘“(a) Attach state- 
ment setting forth in detail all grounds 
upon the basis of which this application 
for the benefits of section...... is made.” 
Experience with the old relief claims under 
Section 722 should prompt a full and ade- 
quate statement rather than some glib 
generalization in response to this require- 
ment. Moreover, Section 447 (e) sets an 
over-all time limit during which application 
for said relief must be made. 


Investment Basis 


If the taxpayer selects the invested capi- 
tal basis rather than the income basis, 
Schedule EP-4 should be used. The excess 
profits credit based on invested capital is, 
in general, an amount equal to the sum of 
(a) twelve per cent of the first $5,000,000 
of invested capital, (b) ten per cent of the 
next $5,000,000 of invested capital and (c) 
eight per cent of additional amounts of in- 
vested capital. 


Invested capital for any year, determined 
under the “asset” method, consists generally 
of the sum of (1) the excess, at the begin- 
ning of the year, of total assets over total 
liabilities, (2) seventy-five per cent of the 
average amount of borrowed capital for the 
year and (3) the recent loss adjustment. 
The sum thus determined is increased by 
the average amount of money and property 
paid in for stock, or as paid-in surplus, or as 
a contribution to capital during the taxable 
year and is reduced by distributions made 
during the year which are not out of earn- 
ings and profits of the current year. An 
adjustment is made in the case of a cor- 





poration having an invested capital of more 
than $5,000,000 in order that capital added 
after the beginning of its first taxable year 
ending after June 30, 1950, will be included 
in invested capital at the twelve per cent 
rate. No such adjustment is necessary where 
the invested capital does not exceed $5,000,000, 
since the twelve per cent rate is applied 
to the entire invested capital. 


The “historical” method for determining 
invested capital is similar to the method 
used in determining the invested capital 
credit under the World War II excess 
profits tax law. The historical method, in 
substance, includes in invested capital money 
and property previously paid in for stock, 
or as paid-in surplus, or as a contribution 
to capital, plus the accumulated earnings 
and profits of the corporation as of the 
beginning of the taxable year. 


A taxpayer is required to use the asset 
method in determining its invested capital 
credit, unless it elects the historical method 
in its return for the taxable year. The 
election once made is irrevocable with re- 
spect to the taxable year for which made. 
If the historical method is used on the re- 
turn in determining excess profits tax lia- 
bility, the taxpayer will be deemed to have 
elected the historical method. A taxpayer 
which computes its excess profits tax on its 
return on the basis of a credit other than 
the invested capital credit may, nevertheless, 
elect the historical method for such year, 
in the event that the invested capital credit 
should subsequently become significant in 
the determination of its excess profits tax 
liability for such year, by attaching a state- 
ment to its return for the taxable year elect- 
ing the historical method. 


Part Ill 


Part III of the act relates to the treatment 
and calculations applicable to certain ex- 
changes and liquidations, particularly inter- 
corporate liquidations. In the event that 
the taxpayer is to select the investment 
basis for calculating the excess profits credit, 
care should be taken to determine whether 
there had been any intercorporate liquida- 
tions and, if so, to direct its attention to 
Sections 470 through 472. [The End] 


“This is another of the instances, all too common in tax cases, in which the present 
uncoordinated, disconnected, and, to the uninitiate, unrelated, patchwork state of the 
Income Tax Statutes raises difficulties in the way of a correct solution of the tax puzzle 
the particular case presents.”—-Hutcheson, C. J., in Commissioner v. Community 
Public Service Company, 50-2 ustc {| 5963 (CA-5), a case involving an excess profits 


credit carry-over. 
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e elf the report or payment due date falls on a holiday, most 
states provide for an extension of time to the next business day @ @ 


ALABAMA 


April 1—Automobile dealer reports due. 
April 10—Alcoholic beverage reports and 
tax of public service licensees due.—Alco- 
holic beverage reports of wholesalers and 
distributors due-——Automobile dealer reports 
due.—Bank income reports due (last day).— 
Tobacco stamp and use tax reports and pay- 
ment due.—Tobacco wholesaler and jobber 
reports due. April 15—Gasoline reports 
from carriers, warehousers and transporters 
due.—Lubricating oils reports from carriers, 
warehousers and transporters due.—Motor 
carrier mileage tax reports and payment 
due.—Oil and gas conservation tax reports 
and payment due.—Oil and gas production 
tax reports and payment due. April 20— 
Automobile dealer reports due.—Carbonic 
acid gas tax reports and payment due.—Coal 
and iron-ore mining tax reports and pay- 
ment due.—Diesel fuel tax reports and 
payment due.—Gasoline tax reports and pay- 
ment due.—Lubricating oils tax reports and 
payment due.—Motor fuel tax reports and 
payment due.—Sales tax reports and pay- 
ment due.—Use tax reports and payment 
due. April 30—Forest products severance 
tax reports and payment due.—Franchise 
tax due (last day). 

















ARIZONA 


April 1—Mining corporation reports due 
(last day).—Premiums tax reports and pay- 
ment from insurance companies due. April 
5—Alcoholic beverage licensee reports due. 
April 10—Malt, vinous and spirituous liquor 
wholesaler tax reports and payment due. 
April 15—Gross income tax reports and pay- 
ment due. April 20—Motor carrier tax re- 
ports and payment due.—Use fuel tax reports 
and payment due. April 25—Motor vehicle 
fuel distributor, wholesaler and carrier tax 
reports and payment due. 


ARKANSAS 


April 10—Alcoholic beverage reports due. 
—Motor fuel carrier reports due.—Natural 
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resources statements of purchases due.— 
Property reports due. April 15—Compen- 
sating (use) tax reports and payment due. 
April 16—Bank share tax installment due.— 
Property tax installment due. April 20— 
Gross receipts tax reports and payment due. 
—Use fuel tax reports and payment due. 
April 25—Motor fuel tax reports and pay- 
ment due.—Natural resources severance tax 
reports and payment due. 


CALIFORNIA 


April 1—Distilled spirits tax reports and 
payment from common carriers due.—Gas- 
oline tax reports and payment due.—Pre- 
miums additional reports from insurance 
companies due. April 15—Alcoholic bever- 
age import reports from common carriers 
due.—Beer and wine tax reports and pay- 
ment due.—Distilled spirits tax reports and 
payment due.—Gift reports due.—Gross re- 
ceipts tax reports and payment from motor 
carriers of property for hire due——Off-sale 
general liquor licensee quarterly reports due 
(last day).—Personal income reports ard 
payment of first installment of tax due— 
Use fuel tax reports and payment due. 
April 20—Gross receipts tax reports and 
payment from motor carriers due.—Real 
property tax semiannual installment due 
(last day). April 30—Private car reports 
due.—Sales tax reports and payment due.— 
Use tax reports and payment due. 


COLORADO 


April 5—Alcoholic beverage manufacturer 
reports due—Motor carrier tax due. April 
10—Motor carrier reports due. April 14— 
Sales tax reports and payment due.—Use 
tax reports and payment due. April 15— 
Coal mine owner reports due.—Coal tonnage 
tax reports and payment due. April 25— 
Diesel fuel tax reports and payment due.— 
Gasoline tax reports and payment due. April 
30—Property tax due (last day to pay in 
one installment without penalty). 
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CONNECTICUT 


April 1—Cable, car, express, telegraph and 
telephone corporation reports due.—Income 
(franchise) tax reports and payment due.— 
Premiums tax from foreign insurance com- 
panies due. April 15—Gasoline use tax re- 
ports and payment due. April 20—Alcoholic 
beverage tax reports and payment due. 
April 25—Gasoline tax reports and payment 
due. April 30—Sales tax reports and payment 
due.—Use tax reports and payment due. 


DELAWARE 


April 1—Motor vehicle registration fees 
due.—Railroad tax installment due. April 
15—Alcoholic beverage reports from manu- 
facturers and importers due.—Gasoline re- 
ports from filling stations due. April 30— 
Gasoline tax reports and payment from dis- 
tributors and reports from carriers due.— 
Income reports and payment of first installment 
of tax due.—Income tax withholding reports 
and payment due. 


DISTRICT OF COLUMBIA 


April 10—Alcoholic beverage licensed manu- 
facturer, wholesaler and retailer reports due. 
—Beer licensed manufacturer and whole- 
saler reports due. April 15—Beer tax due. 
—Income (franchise) reports and payment 
of first installment of tax due.—Income re- 
ports and payment of first installment of 
tax due.—Unincorporated business reports 
and payment of first installment of tax due. 
April 20—Sales tax reports and payment due. 
—Use tax reports and payment due. April 
25—Gasoline tax reports and payment due. 


FLORIDA 


April 1—Auto transportation company tax 
reports and payment due.—Property reports 
due—Property tax due (last day). April 
10—Alcoholic beverage manufacturer and 
dealer tax reports and payment due. April 
15—Alcoholic beverage reports from trans- 
porters and carriers due.—Gasoline tax re- 
ports and payment from nondistributors and 
carriers due—Motor vehicle fuel use tax 
reports and payment due. April 20—Admis- 
sions tax reports and payment due.—Rental 
tax reports and payment due.—Sales tax 
reports and payment due.—Use tax reports 
and payment due. April 25—Gasoline sales 
tax and storage tax reports and payment 
due.—Oil and gas production tax reports 
and payment due. 
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GEORGIA 


April 1—Motor vehicle registration fees 
due.—Property reports due (last day except 
in counties of 200,000 or more). April 10— 
Cigar and cigarette wholesale dealer reports 
due.—Distilled spirits wholesale dealer re- 
ports due.—Motor carrier reports due. April 
15—Malt beverage tax reports due. April 
20—Gasoline tax reports and payment due. 


IDAHO 


April 15—Beer dealer, brewer and whole- 
saler reports due.—Cigarette wholesaler drop 
shipment reports due.—Electric power com- 
pany tax reports and payment due.—Gaso- 
line tax reports and payment due.—Gross 
receipts tax quarterly installment from mo- 
tor carriers due. April 25—Gasoline dealer 
tax reports and payment due.—Use fuel tax 
reports and payment due. 


ILLINOIS 


April 1—Mileage reports from railroad 
companies on private car lines due. April 
10—Mileage tax reports and payment from 
motor carriers due. April 15—Alcoholic 
beverage reports due.—Cigarette reports 
due.—Public utility tax reports and payment 
due.—Sales tax reports and payment due. 
April 20—Gasoline tax reports and payment 
due. April 30—Gasoline reports from trans- 
porters due.——Property reports from private 
car lines due (last day).—Property reports 
from railroad companies due (last day). 


INDIANA 


April 1—Alcoholic vinous beverage tax 
due.—Property reports from foreign bridge 
and ferry companies due.—Property reports 
from public utilities due (last day). April 
10—Cigarette distributor interstate business 
reports due. April 15—Alcoholic vinous 
beverage tax due.—Cigarette distributor drop 
shipment reports due.—Use fuel tax reports 
and payment due. April 20—Intangibles re- 
ports from banks and trust companies due.— 
Intangibles tax reports and payment from 
building and loan and production credit 
associations due.—Share tax reports and pay- 
ment from banks and trust companies due. 
April 25—Gasoline tax reports and payment 
from distributors and carriers due.—Use fuel 
tax reports and payment from fuel dealers 
due. April 30—Gross income tax reports 
and payment due. 


IOWA 


April 1—Motor carrier additional tax due. 
—Property reports from pipeline companies 
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due.—Property reports from railroads due. 
—Property tax first installment due (last 
day). April 10—Beer tax reports and pay- 
ment from Class “A” permittees due— 
Gasoline tax reports and payment from car- 
riers due. April 20—Gasoline tax reports and 
payment due.—Sales tax reports and payment 
due.—Use tax reports and payment due. 


KANSAS 


April 10—Malt beverage reports due. 
April 15—Alcoholic liquor manufacturer and 
distributor reports due-—Compensating tax 
reports and payment due.—Gasoline and 
fuel use reports from carriers due.—Gross 
ton mileage tax reports and payment from 
motor carriers due.—Income reports and 
payment of first installment of tax due. 
April 20—Alcoholic liquor retailer reports 
and payment due.—Property reports from 
motor carriers due.—Sales tax reports and 
payment due.—Use fuel tax reports and pay- 
ment due. April 25—Gasoline tax reports 
and payment due. 


KENTUCKY 


April 10—Distilled liquor blender and rec- 
tifier tax due. April 15—Alcoholic beverage 
reports due.—Corporation license tax reports 
due.—Fuel use tax reports and payment 
from transporters due.—Income reports and 
payment of first installment of tax due.— 
Mileage tax from passenger carriers due. 
April 20—Cigarette wholesaler reports due. 
—Oil production tax reports and payment 
due. April 30—Amusement and entertain- 
ment reports and tax due.—Gasoline reports 
from refiners and importers due.—Gasoline 
tax reports and payment from dealers and 
transporters due.—Gross receipts tax reports 
and payment from public utilities due— 
Motor vehicle fuel use tax reports and pay- 
ment due. 


LOUISIANA 


April 1—Mileage reports of railroad cars 
due (last day).—Property reports due.— 
Soft drinks reports due.—Tobacco reports 
due. April 10—Beer importer reports due. 
—Gasoline importer reports due.—Gift tax 
reports and payment due.—Kerosene im- 
porter reports due.—Lubricating oils im- 
porter reports due. April 15—Beer carrier 
reports due.—Gasoline carrier reports due. 
—lIntoxicating liquor reports due.—Kerosene 
carrier reports due.—Lubricating oils carrier 
reports due.—Soft drinks reports due— 
Tobacco reports due. April 20—Beer whole- 
sale dealer tax reports and payment due.— 
Fuel use tax reports and payment due. 





—Gasoline tax reports and payment due.— 
Kerosene tax reports and payment due.— 
Lubricating oils tax reports and payment 
due.—Sales tax reports and payment due. 
—Use tax reports and payment due. April 
30—Carrier quarterly tax reports and pay- 
ment due.—Gas gathering tax reports and 
payment due.—Natural resources severance 
tax reports and payment due.—Producers 
of dry gas or gas in combination with liquid 
hydrocarbons tax reports and payment due. 
—Public utility and pipeline reports due. 


MAINE 


April 1—Parlor car company tax due: 
April 10—Malt beverage manufacturer and 
wholesaler reports due. April 15—Bank 
share reports due—Express company tax 
due.—Gross receipts statements from tele- 
phone and telegraph companies and rail- 
roads, including street railroads, due. April 
25—Use fuel tax reports and payment due. 
April 30—Gasoline tax reports and payment 
due.—-Road tax reports and payment due. 


MARYLAND 


April 10—Admissions tax due.—Beer tax 
reports and payment due. April 15—Bank 
share reports due.—Foreign corporation re- 
ports and filing fees due.—Franchise tax re- 
ports and payment from domestic corporations 
due.—Income reports and payment of first 
installment of tax due.—Property reports 
from corporations due.—Sales tax reports 
and payment due.—Use tax reports and pay- 
ment due. April 30—Gasoline tax reports 
and payment due.—Motor fuel cargo lot pur- 
chases reports due. 


MASSACHUSETTS 


April 1—Premiums reports from marine 
or fire and marine insurance companies due. 
April 10—Alcoholic beverage excise tax re- 
ports and payment due.—Excise (income) 
tax reports and payment due.—Meals excise 
tax reports and payment due. April 20— 
Cigarette tax reports and payment due. 
April 30—Motor fuel tax reports and pay- 
ment due. 


MICHIGAN 


April 1—Chain store tax due.—Premiums 
tax from insurance companies delinquent. 
April 5—Gasoline statements from carriers 
due. April 10—Common and contract car- 
rier reports and payment due. April 15— 
Sales annual reports due.—Sales tax reports 
and payment due.—Use tax reports and pay- 
ment due. April 20—Cigarette tax reports 
and payment due.—Diesel fuel user tax re- 
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ports and payment due.—Fuel sold for use 
on vessels, tax due.—Gas and oil severance 
tax reports and payment due (last day).— 
Gasoline tax reports and payment from dis- 
tributors due. 


MINNESOTA 


April 1—Foreign corporation tax reports 
and payment due (last day). April 10— 
Alcoholic beverage reports from wholesalers, 
brewers and manufacturers due. April 20— 
Cigarette tax reports and payment due. 
April 23—Gasoline tax reports and payment 
from distributors due——Special use fuel tax 
reports and payment due.—tTractor fuel 
seller reports due. April 30—Premiums tax 
from insurance companies due. 


MISSISSIPPI 


April 1—Bank share reports due.—Prop- 
erty reports due.—Property reports from car 
companies due. April 2—Property tax from 
railroads and utilities due. April 5—Factory 
reports due. April 10—Admissions tax re- 
ports and payment due. April 15—Compen- 
sating (use) tax reports and payment due.— 


Gasoline tax reports and payment from car- * 


riers due—Light wine and beer retailer, 
wholesaler and distributor reports due.— 
Occupation (sales) tax reports and payment 
due.—Timber severance tax reports and pay- 
ment due.—Tobacco manufacturer, distribu- 
tor and wholesaler reports due—Use fuel 
tax reports and payment due. April 20— 
Gasoline distributor, refiner and processor 
tax reports and payment due. April 25— 
Gas severance tax reports and payment due. 
—Oil and Gas Board maintenance charge due. 
—Oil severance tax reports and payment due. 


MISSOURI 


April 1—Gross receipts tax reports and 
payment from express companies due. April 
5—Nonintoxicating beer permittee reports 
due. April 10—Oil inspection tax reports 
and payment due.—Petroleum products re- 
ceiver reports due. April 15—Alcoholic bev- 
erage sales reports due.—Retail sales tax 
reports and payment due. April 25—Use 
fuel tax reports and payment due. April 
30—Gasoline distributor tax reports and pay- 
ment due.—Soft drinks manufacturer tax 
reports and payment due. 

MONTANA ~~ 

April 1—Moving picture theater licenses 
issued and tax due.—Property reports from 
railroads due. April 15—Beer brewer, whole- 
saler and transporter tax reports and pay- 
ment due.—Crude petroleum producer re- 
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ports due.—Electric company tax reports 
and payment due.—Gasoline reports from 
carriers due.—Gasoline tax reports and pay- 
ment due.—Metalliferous mine license re- 
ports due.—Motor carrier additional fees 
due.—Personal income reports and payment 
of first installment of tax due. April 30— 
Cement producer and dealer tax reports and 
payment due.—Coal mine operator tax re- 
ports and payment due—Express company 
reports due (last day).—Oil producer license 
tax reports and payment due.—Telegraph 
and natural gas company tax reports and 
payment due. 


NEBRASKA 


April 1—Property reports from railroads 
due. April 10—Cigarette distributor reports 
due. April 15—Alcoholic beverage manu- 
facturer and wholesaler distributor reports 
due.—Gasoline reports from carriers due.— 
Gasoline tax reports and payment due.— 
Stockholder lists from foreign corporations 
due. April 20—Intangibles property reports 
due.—Sleeping car company reports due. 


NEVADA, 


April 10—Liquor reports by out-of-state 
vendors due. April 12—Toll roads and 
bridges quarterly tax reports and payment 
due. April 15—Alcoholic beverage manu- 
facturer and importer reports due.—Gasoline 
carrier reports due. April 25—Fuel user tax 
reports and payment due.—Gasoline tax re- 
ports and payment from dealers due. 


NEW HAMPSHIRE 


April 1—Corporation reports due.—Fran- 
chise tax due. April 10—Alcoholic bever- 
age manufacturer, wholesaler and importer 
reports due.—Alcoholic beverage wholesaler 
tax due——National bank share reports due. 
April 15—Property reports due (last day). 
—Use fuel tax reports and payment due. 
April 30—Motor fuel tax reports and pay- 
ment due. 


NEW JERSEY 


April 1—Franchise reports of revenue 
from railroad companies due——Gasoline dealer 
license fees due.—Motor vehicle registration 
and fees due—Premiums reports from 
marine insurance companies due. April 10— 

- Excise tax reports and payment on inter- 
state busses due.—Gross receipts tax reports 
and payment on municipal jitneys due. April 
15—Financial business tax reports and pay- 
ment due.—Franchise tax reports and pay- 
ment due. April 20—Alcoholic beverage 
retail consumption and retail distribution 
licensee tax reports and payment due.— 
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Cigarette distributor tax reports and pay- 
ment due. April 25—Gross receipts tax re- 
ports and payment on municipal busses due. 
April 30—Gasoline reports from carriers 
due.—Second last business day—Gasoline tax 
reports and payment from distributors due. 


NEW MEXICO 


April 1—Income information reports due. 
—Merchant license tax quarterly installment 
due. April 15—Income reports and pay- 
ment of first installment of tax due—Income 
tax due.—Occupational gross income tax 
reports and payment due.—Oil and gas con- 
servation reports due.—Severance tax re- 
ports and payment due. April 20—Electric, 
gas, water and steam company inspection 
fees due——Motor carrier reports and tax 
due.—Pipeline operator license tax due. 
April 25—Gasoline tax reports and payment 
due.—Use or compensating tax reports and 
payment due. April 30—Bank share tax 
second installment due (last day).—Oil and 
gas well production reports due. 


NEW YORK 


April 1—Premiums tax reports and pay- 
ment from foreign insurance companies due. 
April 15—Personal income reports and pay- 
ment of first installment of tax due.——Unin- 
corporated business tax reports and payment 
due. April 20—Alcoholic beverage tax reports 
and payment due. April 25—Conduit company 
tax reports and payment due. April 30— 
Gasoline tax reports and payment due. 


NORTH CAROLINA 


April 1—Building and loan association 
license tax due.—Insurance company and 
agent license fees due. April 10—Alcoholic 
beverage reports from railroads due.—Gas- 
oline tax reports and payment from carriers 
due.—Unfortified wine distributor and _ bot- 
tler tax reports and payment due. April 
15—Sales tax reports and payment due.— 
Spirituous liquor tax due.—Use tax, reports 
and payment due. April 20—Gasoline tax 
reports and payment from distributors due. 
—Use fuel tax reports and payment due. 
April 30—Electric light, power, street rail- 
Way, gas, water, sewerage and telephone 
company reports and tax due. 


NORTH DAKOTA 


April 1—Fire marshal tax due.—Foreign 
corporation reports due (last day). April 
10—Cigarette distributor reports due. April 
15—Beer tax reports and payment due.— 
Gasoline tax reports and payment due.—In- 
terstate motor carrier tax due—Motor car- 
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rier permit fees due. April 20—Sales tax 
reports and payment due.—Use tax reports 
and payment due. April 25—Use fuel tax 
reports and payment due. 


OHIO 


April 1—Motor vehicle registration fees 
delinquent. April 10—Alcoholic beverage 
reports from Classes “A” and “B” permittees 
due.—Cigarette wholesaler reports due. April 
15—Cigarette use tax reports and payment 
due.—Use tax reports and payment due. 
April 20—Gasoline reports from dealers due. 
April 30—Gasoline reports from carriers 
due.—Gasoline tax due. 


OKLAHOMA 


April 1—Property tax second installment 
delinquent. April 5—Operator reports of 
mines other than coal due. April 10—Alco- 
holic beverage tax reports and payment due. 
—Cigarette wholesaler, retailer and vending- 
machine owner reports due.—Gross receipts 
tax reports and payment from airports due. 
April 15—Gasoline tax reports from dealers, 
retailers and carriers due.—Mileage tax re- 
ports and payment from carriers due.—Sales 
tax reports and payment due.—Tobacco 
wholesaler, jobber and warehouseman re- 
ports due. April 20—Coal mine operator 
reports due.—Gasoline distributor and im- 
ported gasoline purchaser tax reports and 
payment due.—Property tax reports and 
payment from rural electric cooperatives 
due.—Use fuel tax’ reports and payment due. — 
Use fuel tax reports from carriers due.—Use 
tax reports and payment due. April 30— 
Cotton manufacturer tax reports and pay- 
ment due.—Oil, gas and mineral gross pro- 
duction tax reports and payment due. 


OREGON 


April 1—Motor carrier annual reports due. 
—Motor vehicle quarterly registration fees 
due.—Premiums tax from insurance com- 


panies due.—Public utility reports due. April 
15—Excise. (income) reports and payment 
of first installment of tax due.—Personal 
income reports and payment of first install- 
ment of tax due. April 20—Alcoholic bever- 
age tax reports and payment due.—Motor 
carrier reports due if tax is paid as per 
Table A os B.—Motor vehicle broker and 
forwarder tax due.—Use fuel tax reports 
and payment due. April 25—Gasoline tax 
reports and payment due. April 30—Forest 
products severance tax reports and payment 
due.—Motor carrier tax due if tax is paid as 
per Table A or B.—Oil production tax 
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reports and payment due.—Withholding tax 
reports and payment due. 


PENNSYLVANIA 


April 1—Motor vehicle registration fees 
due. April 10—Malt beverage reports due. 
—Soft drinks reports due.—Spirituous and 
vinous liquor importer reports due. April 
15—Alcoholic beverage manufacturer tax 
reports and payment due—lIncome reports 
and payment of first installment of tax due. 
April 30—Gasoline tax reports and payment 
due.—Use fuel tax reports and payment due. 


RHODE ISLAND 


April 1—Excise tax reports and payment 
from banks due.—Motor vehicle registration 
fees due-——Premiums tax reports and pay- 
ment from insurance companies due.—Pub- 
lic utility tax reports and payment due. 
April 10—Alcoholic beverage reports from 
manufacturers due. April 15—Gasoline tax 
reports and payment due.—Gift. tax due.— 
Property reports due. April 20—Sales tax 
reports and payment due.—Use tax reports 
and payment due. April 30—Corporations 
employing five or more persons, reports due. 


SOUTH CAROLINA 


April 1—Alcoholic beverage wholesaler 
reports of alcoholic beverages received due. 
—Chain store tax reports and payment due. 
—Domestic corporation license tax due. 
April 10—Admissions tax reports and pay- 
ment due.—Alcoholic beverage wholesaler 
and retailer reports of alcoholic beverage 
sales and additional tax due.—Power tax 
reports and payment due (last day). April 
20—Fuel oil dealer reports due.—Fuel oil 
user tax reports and payment due.—Gaso- 
line tax reports and payment due. 


SOUTH DAKOTA 


April 1—Gross receipts tax reports and 
payment from private car lines due.—Motor 
carrier of passengers tax due. April 10— 
Motor carrier in interstate commerce reports 
and tax due. April 15—Alcoholic beverage 
sales reports due.——Gasoline reports from 
carriers and retail airplane vendors due.— 
Gasoline tax from dealers due.—Sales tax 
quarterly reports and payment due.—Use 
fuel reports from carriers due.—Use fuel tax 
reports and payment due——Use tax quar- 
terly reports and payment due. April 20— 
Passenger mileage tax due. April 30—Gas- 
oline reports from dealers due.—Mineral 
products severance tax reports and payment 


due-—Property tax first installment due 
(last day). 





State Tax Calendar 








TENNESSEE 


April 1—Motor vehicle registration and 
fees due.—Property reports from public 
utilities due. April 10—Alcoholic beverage 
reports due (last day).—Barrel tax on beer 
due.—Gasoline tax reports from carriers 
due. April 15—Fuel user reports due— 
Use fuel reports from carriers due. April 
20—Bank share reports due.—Gasoline tax 
reports and payment from distributors due. 
—Oil production tax reports and payment 
due.—Property reports due—Property re- 
ports from manufacturers due—Sales tax 
reports and payment due.—Use tax reports 
and payment due. April 30—Bank share tax 
due (last day). 


TEXAS 


April 1—Commercial and collection agency 
tax reports and payment due.—Contract 
carrier occupation tax reports and payment 
due.—Motor vehicle registration fees due.— 
Public utility tax reports and payment due. 
—Radio, cosmetic and playing card tax re- 
ports and payment due.—Sulphur produc- 


_ tion tax reports and payment due——Textbook 


publisher tax reports and payment due. 
April 15—Beer tax reports and payment due. 
—Oleomargarine dealer tax reports and pay- 
ment due. April 20—Liquefied gases and 
liquid fuel tax reports and payment of users 
due.—Motor fuel reports from carriers due. 
Motor fuel tax reports and payment due. 
April 25—Admissions tax reports and pay- 
ment due.—Carbon black production tax re- 
ports and payment due.—Cement distributor 
tax reports and payment due.—Natural gas 
production tax reports and payment due.— 
Prizes and awards of theater tax reports 
and payment due. April 30—Bank share 
reports due (last day).—Oil production tax 
reports and payment due.—Property reports 
due (last day). 





UTAH 


April 10—Liquor licensee reports due.— 
Use fuel reports from carriers due. April 
15—Use fuel tax reports and payment due. 
April 25—Gasoline reports of carriers due.— 
Gasoline tax reports and payment from dis- 
tributors and retailers due. 


VERMONT 


April 10—Alcoholic beverage tax *eports 
and payment due. April 15—Electric light 
and power company tax reports and payment 
due.—Railroad, transportation and telephone 
company tax due. April 20—Property re- 


ports due (last day). April 30—Gasoline tax 
reports and payment due. 
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VIRGINIA 


April 1—Premiums tax from insurance 
companies due. April 10—Beer dealer, bot- 
tler and manufacturer reports due.—Tobacco 
tax from warehousemen due. April 15— 
Income reports from corporations due.— 
Motor carrier tax due.—Motor vehicle regis- 
tration and fees due. April 20—Gasoline tax 
reports from carriers due.—Use fuel reports 
from dealers and resellers due. April 30— 
Forest products severance tax quarterly re- 
ports and payment due.—Gasoline tax re- 
ports and payment due.—Road tax quarterly 
reports and payment from motor carriers 
due.— Use fuel tax reports and payment due. 


WASHINGTON 


April 1—Public utility special reports and 
fees due.——Steamboat company, warfinger 
and warehouseman tax reports and payment 
due. April 10—Malt product brewer and 
manufacturer reports due. April 15—Auto 
transportation company reports and pay- 
ment due.—Butter substitutes reports and 
payment due.—Cigarette. drop shipment re- 
ports from wholesalers due. April 20—Use 
fuel tax reports and payment due. April 25 
—Gasoline reports from carriers due.—Gaso- 
line tax reports and payment due. April 30— 
Property tax semiannual installment due. 


WEST VIRGINIA 


April 1—Property reports from public 
service corporations due.—Public utility tax 


reports and payment due April 10—Alco- 
holic beverage tax reports and payment due. 
April 15—Cigarette use tax reports and pay- 
ment due.—Sales tax reports and payment 
due. April 30—Foreign corporation reports 
due.—Gasoline tax reports and payment due. 
Occupational gross income tax quarterly re- 
ports and payment due. 


WISCONSIN 


April 1—Cooperative association reports 
due.—Domestic and foreign corporation re- 
ports due (last day).—Motor carrier flat tax 
due. April 10—Alcoholic beverage reports 
due.—Cigarette wholesaler and manufacturer 
reports due——Oleomargarine reports due. 
April 15—Gift reports due—Property re- 
ports of railroad, telegraph, sleeping car, 
express, street railway, light, heat, power, 
air carrier, conservation and regulation and 
pipeline companies due. April 20—Gasoline 
tax reports and payment due. 


WYOMING 


April 1—Bank share reports due.—Prop- 
erty reports from pipeline, public utility and 
telegraph and telephone companies due. 
April 10—Gasoline reports from carriers 
due. April 15—Gasoline reports from deal- 
ers due.—Gasoline tax reports and payment 
from wholesalers due—Motor carrier tax 
reports and payment due.—Sales tax reports 
and payment due.—Use tax reports and pay- 
ment due. 


City Tax Calendar... 


April 1—Missouri: St. Louis personal prop- 


erty tax reports due (last day). New 
York: New York City property tax semi- 
annual installment due. Pennsylvania: 
Pittsburgh property tax due (last day); 
Scranton property tax due (last day). 


April 15—Arizona: Phoenix business privi- 
lege tax reports and payment due. Colo- 
rado: Denver sales tax reports and pay- 
ment due. New Mexico: Albuquerque 
occupation tax installment due. Pennsyl- 
vania: Philadelphia withholding reports 
and payment due; Scranton employer 
withholding tax reports and payment due; 
Scranton income tax second installment due. 


April 20—Louisiana: Baton Rouge sales and 
use tax reports and payment due; New 
Orleans sales and use tax reports and 
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payment due. New York: New York § 
City sales and use tax reports and pay- 9 
ment due. 


April 30—California: Los Angeles sales and | 
use tax reports and payment due; Oak- 
land sales and use tax reports and pay- 
ment due; San Francisco purchase and use 
tax reports and payment due. Kentucky: 
Louisville income tax reports and pay- 
ment due; Louisville income tax withhold- 
ing agent payment due. Ohio: Columbus 
employer withholding reports due; To- 
ledo employer quarterly withholding re- = 
ports and payment due. Pennsylvania: 
Philadelphia income tax reports and pay- 
ments on wages and salaries not withheld 
at source due. Utah: Provo merchant and 
retailer tax reports and payment due. 
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